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District Court of the United States for the 
Southern District of California 
Central Division 


Civil Action No. 4390-O’C 


MAGNESIUM PRODUCTS, INC., a corporation, 1119 
Santa Fe Avenue, Los Angeles 21, California, 
Plaintiff, 
Vs. 


NORTH AMERICAN AVIATION, INC., a corpora- 
tion, Inglewood, California, 


Defendant. 


COMPLAINT FOR MONEM 
Plaintiff complains and alleges: 


L 


That at all times herein mentioned plaintiff was and 
now is a corporation organized and existing under and 
by virtue of the laws of the State of California with its 
principal place of business located at 1119 Santa Fe 
Avenue, Los Angeles, California. 


That at all times herein mentioned defendant was and 
now is a corporation organized and existing under and 
by virtue of the laws of the State of Delaware, and was 
and now is doing business within the State of Cali- 
fornia, to-wit, Inglewood, Los Angeles County, Cali- 
fOrniaee |) 

TT 

That the matter in controversy and the value of the 

property and property rights involved herein exceeds, ex- 
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clusive of interest and costs, the sum of Three Thousand 
Dollars ($3000.00), to-wit, the sum of Twenty Thousand 
Two Hundred Four and 03/100 Dollars ($20,204.03). 


III. 

That on or about the 3lst day of March, 1945, at the 
City of Los Angeles, County of Los Angeles, State of 
California, and within the jurisdiction of the above en- 
titled court, defendant became indebted to plaintiff in the 
sum of Twenty Thousand Two Hundred Four and 
03/100 Dollars ($20,204.03) for goods, wares and mer- 
chandise sold and delivered to defendant at its special 
instance and request; that the agreed price for said goods, 
wares and merchandise was and is the sum of Twenty 
Thousand Two Hundred Four and 03/100 Dollars 
($20,204.03): that no part of said sum has been paid to 
plaintiff although demand has been made therefor but to 
the contrary defendant refuses to pay said sum or any 
part thereof to plaintiff. 


For a Second and Separate Cause of Action Plaintiff 
Complains and Alleges: 


il 
Plaintiff reiterates and repleads all of the allegations 
contained in paragraphs I and II of its first cause of 
action as though the same were set forth in full at this 
portion of its complaint. 


II. 

Defendant owes plaintiff the sum of Twenty Thousand 
Two Hundred Four and 03/100 Dollars ($20,204.03) 
according to the account hereto annexed as Exhibit A 
together with interest thereon as follows: interest at 7% 
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per annum on the sum of Sixteen Thousand Eight Hun- 
dred Sixty-six and 43/100 Dollars ($16,866.43) from 
the [3] 6th day of September, 1974; interest¥aiy7 77am 
annum on the sum of One Thousand Three Hundred 
Ninety-three and 05/100 Dollars ($1,393.05) from the 
27th day of February, 1945; and interest at 7% per an- 
num on the sum of One Thousand Nine Hundred Forty- 
four and 55/100 Dollars ($1,944.55) from the 31st day 
of March, 1945. 


Wherefore, plaintiff prays judgment against the de- 
fendant for the sum of Twenty Thousand Two Hundred 
Four and 03/100 Doliars ($20,204.03) together with in- 
terest thereon as follows: interest at 7% per annum on 
the sum of Sixteen Thousand Eight Hundred Sixty-six 
and 43/100 Dollars ($16,866.43) from the 6th day of 
September, 1944; interest at 7% per annum on the sum 
of One Thousand Three Hundred Ninety-three and 05/100 
Dollars ($1,393.05) from the 27th day of )Rebiianss 
1945; and interest at 7% per annum on the sum of One 
Thousand Nine Hundred Forty-four and 55/100 Dollars 
($1,944.55) from the 3lst day of March, 1945; for costs 
of suit herein incurred and for such other and further 
relief as may be just and equitable. 

BALLEY & FOR 
RUFUS BAIEE 
i MRIEO) JOO 1B. 
639 South Spring Street 
Los Angeles 14, California 
Telephone—TRinity 8325 [4] 
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Old Balance 


16,866.43 


17,034.15 
17,009.69 


18,259.48 


[Endosed]: Filed Apr. 19, 1945. [5] 


Date 
9-1-44 
1-12-45 
1-25-45 
1-29-45 


1-30-CM 


2-1-45 

2-8-45 

2-9-45 

2-12-45 
2-13-45 
2-13-45 
2-16-45 
2-22-45 
2-26-45 
2-27-45 
3-6-45 

3-17-45 
3-22-45 
3-31-45 
3-31-45 


[EXHIBIT A] 


Inv. No. 


72888 
73042 
73072 
4032 
todas, 
73261 
SUP! 
73274 
73277 
73278 
7351 
73433 
73489 
73496 
73562 
7 3094 
73729 
73824 
73825 


Charges 


5.00 


45.20 © 


92, 


73.45 
19775 
1.14 
50.85 
85.88 
56.50 
291.54 
148.03 
196.62 
148.03 
53290 
529,97 
OO 2). 
Zool 
449.56 


Credits 


24.46 


Balance 


16,866.43 


17,034.15 
17,009.69 


18,259.48 


20,204.03 
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[Title of District Court and Cause] 


ANSWER 


Comes now the defendant, North American Aviation, 
Inc., a corporation, and for answer to the complaint filed 
herein, admits, denies and alleges as follows: 


I. 


Admits the allegations of paragraph I of said com- 
plaint. 


i 


Admits the allegations of paragraph II of said com- 
plaint. 


TL 


For answer to paragraph III of said complaint, defend- 
ant admits that at the City of Los Angeles, County of 
Los Angeles, State of California, and within the juris- 
diction of the above entitled Court, defendant became in- 
debted to plaintiff in the sum of [6] $20,204.03: admits 
that no part of said sum has been paid to plaintiff, 
admits that demand has been made therefor; admits that 
defendant refuses to pay said sum or any part thereof to 
plaintiff, and in this connection this defendant affirma- 
tively alleges as follows: 


(1) That at all times in the complaint herein men- 
tioned there was in force and effect Section 403, incor- 
porated in the Sixth National Defense Appropriation Act, 
1942, (Act—April 28, 1942, C. 247—Title IV. Sec. 
403,—56 Stat. 245—50 U. S. C. A., Sec. 1191, as 
amended) as approved April 28, 1942, as amended by 
Sec. 801, Title VIJI of the Revenue Act of 1942—Laws 
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of the 77th Congress—2nd Session—Chap. 619—Public 
Law 753, approved Oct. 21, 1942, and effective as of 
April 28, 1942, and as further amended by Laws of the 
78th Congress—First Session—Chap. 239—Public Law 
149, approved July 14, 1943, and effective as of April 
28, 1942, which Section 403, as amended, is known as 
“The Renegotiation Act”; that said Act, as amended as 
aforesaid, after defining in Subsections (a) (1), (2), (3) 
and (4), the terms “Department”, “Secretary”, “renegoti- 
ate’, “renegotiation” and “excessive profits”, provides in 
Sections (c) (1) and (2) thereof as follows: 


“(c) (1) Whenever, in the opinion of the Secre- 
tary of a Department, the profits realized or likely 
to be realized from any contract with such Depart- 
ment, or from any subcontract thereunder whether 
or not made by the contractor, may be excessive, the 
Secretary is authorized and directed to require the 
contractor or subcontractor to renegotiate the con- 
tract price. When the contractor or subcontractor 
holds two or more contracts or subcontracts the Sec- 
retary in his discretion, may renegotiate to eliminate 
excessive profits on some or all of such contracts and 
subcontracts as a group without separately renegoti- 
ating the contract [7] price of each contract or sub- 
contract. 


(2) Upon renegotiation, the Secretary is author- 
ized and directed to eliminate any excessive profits 
under such contract or subcontract (1) by reductions 
in the contract price of the contract or subcontract, 
or by other revision in its terms; or (11) by with- 
holding, from amounts otherwise due to the coni- 
tractor or subcontractor, any amount of such eXces- 
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sive profits; or (iii) by directing a contractor to 
withhold for the account of the United States, from 
amounts otherwise due to the subcontractor, any 
amount of such excessive profits under the subcon- 
tract; or (iv) by recovery from the contractor or sub- 
contractor, through repayment, credit or suit, of any 
amount of such excessive profits actually paid to 
him; or (v) by any combination of these methods, 
as the Secretary deems desirable. The Secretary may 
bring actions on behalf of the United States in the 
appropriate courts of the United States to recover 
from such contractor or subconstrator, any amount 
of such excessive profits actually paid to him and 
not withheld or eliminated by some other method un- 
der this subsection. The surety under a contract or 
subcontract shall not be liable for the repayment 
of any excessive profits thereon. All money recov- 
ered by way of repayment or suit under this sub- 
section shall be covered into the Treasury as ass 
laneous receipts.” 


(2) That this defendant, North American Aviation, 
Inc., is and was at all of the times in said complaint men- 
tioned a “contractor” within the meaning of that term 
as used in Sections (c) [8] (1) and (2) above quoted, 
and is and was at all times in the complaint herein men- 
tioned, engaged in the manufacture and production of 
airplanes, parts and supplies, under written contracts with 
the Government of the United States and its ‘Depart- 


ments”, as that term is defined in said “Renegotiation 
Act”. 


(3) That the plaintiff herein, Magnesium Products, 
Inc., 1s, and at all of the times in said complaint men- 


North American Aviation, Inc., etc., et al. 9 


tioned was, a “subcontractor” within the meaning of 
that term as used in Sections (c) (1) and (2) above 
quoted, and was engaged, among other activities, in manu- 
facturing and furnishing to defendant certain magnesium 
castings and other supplies, used by the defendant in the 
manufacture and production of airplanes, parts and sup- 
plies, under written contracts with the Government of the 
United States and its Departments, as hereinabove set 
forth; that the goods, wares and merchandise described 
in paragraph III of the complaint herein, and all of them, 
were furnished by plaintiff to defendant for, and were 
used by defendant in the manufacture and production of 
airplanes, parts and supplies for the Government of the 
United States of America, and its “Departments”, as 
aforesaid, and such uses and purposes were at all times 
known to plaintiff. 


(4) Defendant is informed and believes, and upon such 
information and belief alleges that prior to August 31, 
1944, the plaintiff held contracts and subcontracts subject 
to renegotiation pursuant to the provisions of Section 403 
of the Sixth Supplemental National Defense Appropria- 
tion Act, 1942, as amended; that prior to said date re- 
negotiation had taken place between the Under Secretary 
of War and the said plaintiff, pursuant to the provisions 
of said Act, for the purpose of eliminating excess profits 
realized by the plaintiff during its fiscal year ended No- 
vember 30, 1942, under said contracts and subcontracts: 
that pursuant thereto and pursuant to the authority and 
discretion vested in the Secretary of War and others by 
said Act, duly delegated to the Under Secre- [9] tary of 
War under Subdivision (f) of said Act, the said Under 
Secretary of War, on or about June 6, 1944, found and 
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determined that $250,000.00 of the profits realized by the 
plaintiff during its fiscal year ended November 30, 1942, 
under its contracts and subcontracts subject to renegotia- 
tion, pursuant to the provisions of said Act, were exces- 
sive: that attached hereto, marked Exhibit “A” "andeby 
reference in corporated herein and made a part hereof 
is a true, correct and complete copy of “Determination 
of Excessive Profits’ found and determined by Robert P. 


Patterson, Under Secretary of War under date of June 
6, 1944. 


(5) That on or about September 12, 1944, there was 
served upon this defendant a “Direction to Withhold 
From Magnesium Products, Inc., of Los Angeles, Cali- 
fornia, Pursuant to the Renegotiation Act’, dated Sep- 
tember 6, 1944, signed by Robert P. Patterson, Under 
Secretary of War, a true, correct and complem-scopeasen 
which is attached hereto, marked Exhibit “B” and by 
reference incorporated herein and made a part hereof, 
which said Direction, issued pursuant to Section 403 of 
the Sixth Supplemental National Defense Appropriation 
Act, 1942, as amended, and particularly Subdivision (c) 
(2) (ii) thereof, directed this defendant to withhold 
for the account of the United States any and all amouiits 
(not in excess of $40,000.00 in the aggregate) otherwise 
due or which thereafter should become due from this de- 
fendant to said Magnesium Products, Inc., the plaintiff 
herein. 


(6) That thereafter, and on or about September 14, 
1944, this defendant advised the said Under Secretary of 
War, Robert P. Patterson, that it was, pursuant to the 
direction from the Under Secretary of War, dated Sep- 
tember 6, 1944, withholding from monies otherwise due 
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Magnesium Products, Inc., the plaintiff herein, the sum 


et $7,820.37. 


(7) That thereafter, and on or about October 14, 1944, 
this defendant received from Robert P. Patterson, Under 
Secretary [10] of War, a certain telegram amending said 
letter directive of September 6, 1944, (Exhibit ‘‘B”’ here- 
to) wherein and whereby this defendant was directed to 
continue to withhold such amounts as were otherwise 
due from this defendant to Magnesium Products, Inc., the 
plaintiff herein, at the close of business on October 14, 
1944, and also further directed to withhold no additional 
amounts until October 30, 1944, on which date this de- 
fendant was further directed to resume withholding in 
accordance with the said letter of September 6, 1944 (Ex- 
hibit “B” hereto) until the total of amounts withheld 
through October 14, 1944 and after October 30, 1944, 
equalled $33,500.00; that a true, correct and complete 
copy of said telegram of October 14, 1944, is attached 
hereto, marked Exhibit “C’ and by reference incorpo- 
rated herein and made a part hereof; that thereafter, 
and on or about October 17, 1944, this defendant directed 
a telegram to Robert P. Patterson, Under Secretary of 
War, in response to said telegram of October 14, 1944 
(Exhibit “C” hereto), advising the said Under Secre- 
tary of war that the amount withheld from Magnesium 
Products, Inc., the plaintiff herein, by this defendant was, 
as of October 10, 1944, $16,866.43; that a true, correct 
and complete copy of said telegram of October 17, 1944, is 
attached hereto, marked Exhibit “D”, and by reference 
incorporated herein and made a part hereof; that there- 
after, and on or about October 19, 1944, the said Robert 
P. Patterson, Under Secretary of War, directed a tele- 
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gram to this defendant, wherein and whereby said tele- 
gram of October 14, 1944 (Exhibit “C” hereto) was 
amended to refer to a total of not less than $16,866.43; 
that a true, correct and complete copy of said telegram 
of October 19, 1944, is attached hereto, marked Exhibit 
“E”’, and by reference incorporated herein and made a 
part hereof. 


(8) That pursuant to said direction of September 6, 
1944, (Exhibit “B” hereto) as amended by said telegram 
of October 14, 1944, (Exhibit “‘C’ hereto) and said 
telegram of October 19, 1944, [11] (Exhibit “E” here- 
to), this defendant has withheld for the account of the 
United States, from monies otherwise due or which there- 
after became due from this defendant to Magnesium 
Products, Inc., the plaintiff herein, the sum of $20,204.03; 
that said sum is the aggregate of withholdings made from 
time to time from August 31, 1944, to and including 
March 31, 1945, at the times and in the amounts set 
forth in that certain Statement of Account attached here- 
to, marked Exhibit ‘I’, and by reference incorporated 
herein and made a part hereof; that all of said monies, 
and the total thereof, was withheld solely by reason of 
said Directive of September 6, 1944 (Exhibit “B” here- 
to), as amended, and for no other purpose or reason 
whatsoever, and that but for said Directive said sums 
and amounts would have been paid by defendant to plain- 
tiff when the same became due respectively; that said 
Directive of September 6, 1944 (Exhibit “B” hereto), as 
amended, was, according to its terms, effective imme- 


diately, from September 16, 1944, and thereafter until 
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further notice from said Robert P. Patterson, Under 
Secretary of War; that no notice revoking, cancelling or 
terminating said Directive of September 6, 1944, or other- 
wise modifying this defendant’s duty and obligation to 
withhold, as therein directed, has been received by this 
defendant from said Robert P. Patterson, Under Secre- 
tary of War, or any one else, and the said Directive of 
September 6, 1944 (as amended) has been at all times, 
since September 6, 1944, and now is in full force and 
effect; that by virtue thereof and of said Section 403 of 
the Sixth Supplemental National Defense Appropriation 
Act, 1942, as amended, this defendant is required to 
impound and hold said sum of $20,204.03, and the whole 
thereof, until such time as this defendant receives fur- 
ther notice from the said Robert P. Patterson, Under 
Secretary of War; that said sum of $20,204.03 is the 
amount claimed by said Magnesium Products, Inc., the 
plaintiff herein, and upon which the [12] complaint in 


this action is based. 


For Answer to the Second and Separate Cause of 
Action in the Complaint Herein, This Answering De- 


fendant Admits, Denies and Alleges as Follows: 


L. 


This defendant reiterates and re-pleads all of the al- 
legations contained in paragraphs I and II of its Answer 
to the first cause of action herein as though the same were 
set forth in full in this paragraph I of its Answer to 


plaintiff's second and separate cause of action. 
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ie 

For answer to paragraph 11 of the second and separate 
cause of action of said complaint, this defendant admits 
that it owes plaintiff the sum of $20,204.03; denies that 
said sum is owed in accordance with the account annexed 
as Exhibit A to said complaint, but on the contrary 
alleges that said sum of $20,204.03 is owed from this 
defendant to plaintiff in accordance with that certain ac- 
count attached hereto, marked Exhibit ‘““F” and by refer- 
ence incorporated herein and made a part hereof; denies 
each and all of the allegations of said paragraph II of 
the second and separate cause of action of said complaint 
not herein specifically admitted. For a further, separate 
and affirmative answer and defense to said second cause 
of action, this defendant reiterates and re-pleads each 
and all of the allegations contained in subparagraphs (1), 
(2), (3), (4), (3), (6), (7) and (8) of pataeiapiam 
of its answer to plaintiff’s first cause of action as though 
the same were set forth in full in this paragraph IJ of 
defendant’s answer to plaintiff’s second and separate cause 


of action. 


Wherefore, the defendant prays judgment that the com- 
plaint [13| of the plaintiff be dismissed with costs to 
the defendant. 


FEINT MA Cie 
By Edward L. Compton 


Attorneys for Defendant North American 
Aviation, Inc. [14] 
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WAR DEFAME NT 
Onnli@n OF THE UNDER SECRETARY 


Washington 
PEPE RMINATION OF EXCESSIVE PROFITS 


Pursuant to Section 403 of the Sixth Supplemental 
National Defense Appropriation Act, 1942, as amended, 
which term refers to said Act as last amended 14 
July 1943 and as affected by Title VII of the Revenue 
Act of 1943 so far as applicable. 


Whereas, Magnesium Products, Inc. (hereinafter re- 
ferred to as the Contractor), holds contracts and subcon- 
tracts subject to renegotiation pursuant to the provisions 
of Section 403 of the Sixth Supplemental National De- 
fense Appropriation Act, 1942, as amended (hereinafter 
referred to as the Act); and 


Whereas, renegotiation has taken place between the Un- 
der Secretary of War and the Contractor, pursuant to the 
provisions of the Act, for the purpose of eliminating ex- 
cessive profits realized by the Contractor during its final 
year ended 30 November 1942, under said contracts and 
subcontracts; and 


Whereas, as a basis for said renegotiation the Under 
Secretary of War considered certain financial, operating 
and other data, submitted by the Contractor or obtained 
by the Under Secretary of War from governmental or 
other reliable sources, relating to the profits realized by 
the Contractor during said fiscal year under said con- 
tracts and subcontracts; and 
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Whereas, the Contractor has been granted full oppor- 
tunity to submit such additional information and to pre- 
sent such contentions as the Contractor deemed material 
in determining the excessiveness of said profits and the 
renegotiability of such contracts and subcontracts, at hear- 
ings of which due notice was given, and due considera- 
tion has been given to the financial, operating and other 
data and information so furnished or obtained and each 
of the contentions so presented; 


Now, Therefore, pursuant to the authority and discre- 
tion vested in the Secretary of War, the Secretary of the 
Navy, the Secretary of the Treasury, the Chairman of 
the Maritime Commission, the Administrator of the War 
Shipping Administration, and the respective Boards of 
’ Directors of the Defense Plant Corporation, Metals Re- 
serve Company, Defense Supplies Corporation and Rubber 
Reserve Company under the -provisions of the Act, and 
duly delegated to the Under Secretary of War under sub- 
section (f) thereof, it is hereby found and determined: 


That $250,000 of the profits realized by the Contractor 
during its fiscal year ended 30 November 1942, under its 
contracts and subcontracts subject to renegotiation pur- 


suant to the provisions of the Act, are excessive. 


That in connection with the payment or discharge by 
any means of the amount of excessive profits determined 
hereby to have been realized by the Contractor, the Con- 
tractor shall be credited with any amount to which it 
inay be entitled under Section 3806 of the Internal Rev- 
enue Code as computed by the Commissioner of Internal 


Revenue. 
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That the Contractor is directed to repay such exces- 
sive profits less such tax credit, if any, to the Treasurer 
of the United States. 

That the excessive profits so found and determined shall 
be eliminated by any of the methods provided in the Act 
or any combination thereof; and the Commanding Gen- 
eral, Army Service Forces, and the Commanding General, 
Army Air Forces, are hereby authorized and directed to 
take any and all action which may be necessary or desir- 
able to effect such elimination. 

6 June 1944. 

/s/_ Robert P. Patterson 
ROBERT P. PATTERSON 
Under Secretary of War 
Pe litie Copy: 
FRANK FOX 
Captain, Ordinance Department 
War Department Price Adjustment Board 


SPRAR-8 
5-17-44 [15] 


[EXHIBIT “B”] 


WAR DEPARTMENT 
OFFICE OF THE UNDER SECRETARY 
Washington 25, D. C. 


6 September 1944, 
North American Aviation, Inc., 
Inglewood, California. 
Subject: Direction to Withhold from Magnesium 


Products, Inc., of Los Angeles, Cali- 
fornia, pursuant to the Renegotiation Act. 
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Gentlemen: 


Pursuant to the authority vested in the Secretary of 
War under Section 403 of the Sixth Supplemental Na- 
tional Defense Appropriation Act, 1942, as amended, and 
duly delegated to me, | found and determined on 6 June 
1944 that certain of the prices and profits realized by 
Magnesium Products, Inc., during its fiscal year ended 
30 November 1942 under contracts and subcontracts sub- 
ject to renegotiation were excessive. 


In accordance with the authority and duty to eliminate 
said excessive profits (after allowing to said Magnesium 
Products, Inc. credit for Federal taxes as provided in 
Section 3806 of the Internal Revenue Code) I hereby 
direct you to withhold for the account of the United 
States any and all amounts (not in excess of $40,000 in 
the aggregate) otherwise due or which shall become due 
from you to said Magnesium Products, Inc. 


This direction shall be effective immediately and shall 
continue in effect until further notice from mie. 


You are also directed to report in writing to the Chair- 
man of the War Department Price Adjustment Board, 
Room 3D 573, The Pentagon, any amounts which you 
may from time to time withhold for the account of 
the United States pursuant hereto. 


Very truly yours, 


Robert P. Patterson 
ROBERT P. PATTERSG 


Under Secretary of War 
[Stamped]: Received Sep. 12, 1944. Accoutitiagaaiarey 
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INA V LA 6 

lex 216 V LA 383 NR 1 
M 

IEAZZ 

DA48 

FB 18 


WA38 


LA V WARG NR 166 UD 
PROM ROBERT P PATERSON UNDER SECRE- 
TARY OF WAR WASHINGTON DC 142209Z 


TO NORTH AMERICAN AVIATION INC INGLE- 
WOOD CALIF 
GRNC 

MY LETTER 6 SEPTEMBER 1944 DIRECTING 
YOU TO WITHHOLD 40000 FROM MAGNESIUM 
meODUCTS INC FOR ACCOUNT THE UNITED 
Sltk> Is HEREBY AMENDED AS FOLLOWS 
MOU TARE 10 CONTINUE TO WITHHOLD SUCH 
AMOUNTS AS WERE OTHERWISE DUE FROM 
mOU TO MAGNESIUM PRODUCTS INC AT THE 
eyesore OF SUSINESS ON 14 OCTOBER 1944 
FP HiehH AMOUNTS I UNDERSTAND TOTAL NOT 
LESS THAN $24462.24 


POU ARE TO WITHHOLD NO ADDITIONAL 
AMOUNTS UNTIL 30 OCTOBER 1944 ON WHICH 
PE YOU ARE TO RESUME WITHHOLDING 
iN ACCORDANCE WITH MY LETTER OF 6 SEP- 
PEVBER 194+ UNTIL THE TOTAL OF AMOUNTS 
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WITHHELD THROUGH 14 OCTOBER 1944 AND 
APTER 30 OCTOBER 1944 Is $33500 


23012 
6 1944 $40000 14 1944 $24462.24 30 1944 6 1944 14 
1944 30 1944 $33500 


RELAY EC 160738PWT 
38880C 


[Written]: Recetved 10.10 AM. 10/17/42 5geeniEe 
Levengood. [17] 


[EXE "| 


AATF RESIDENT REPRESENT ATIY a 
SGN Sir 
IWxX TO WASENNGIRON D.C. 


OCTOBER 17, 1944 


TWX—ROBERT P, PATTERS@G 
UNDER SECRETARY OF Wig 
WASHINGTON De 


TWX-891 RE TWX LA V WARG NRIGGR RG 
TOBER 14, 1944, MODIFYING LETTER OF SEP- 
TEMBER 6, 1944 DIRECTING CONTRAGTORSGS 
WITHHOLD FROM MAGNESIUM PROPGG 
INC. CONTRACTOR REPORTED TO CHAE 
WDPAB ON OCTOBER 16, 1944 THAT WITH- 
HOLDING AS OF OCTOBER 10, i927 
$16.866.43. IT 1S ESTIMATED THAT Tipe 
URE DID NOT MATERIALLY INCREAS Ra 
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myvEPEN OCTOBER 10 AND OCTOBER 14. THIS 
feel VARIANCE WITH YOUR UNDERSTAND- 
ING THAT CONTRACTOR WITHHELD NOT LESS 
THAN $24,462.24, AND IT IS BELIEVED THAT 
LARGER FIGURE MAY INCLUDE AMOUNTS 
BEING HELD BY OTHER CONTRACTORS. MAG- 
MES UM PRODUCTS, INC. ADVISES TODAY 
THAT IT WILL NOT DELIVER CASTINGS 
Paver PORWARD UNLESS PAYMENT 1S MADE 
SVepe LIVERY AND THAT IT WILLE NO LONGER 
ever THIS REQUIREMENT AS “If PRE- 
WIOUSLY DID. CONSEQUENTLY, YOUR AMME- 
PATE ANSWER Is REQUESTED SO THAT THE 
SONTRACTOR CAN BUY ON COD BASIS UN- 
TIL OCTOBER 30, 1944, 


NORTH AMERICAN AVIATION, INC. 
5. G; AANSPACH 
SECRETARY - ASST. TREASURER 


EBocvs 


ce Mi Paul Levengood 
Mr. R. Nagely —-2 
Mr F, B. Stone—3 [18] 
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[EXHIBIT “E”] 


TX XINGIO 7082 GAMalbe 
INGLE 7082 V LA 388 NR 1 
LA284 
WA307 
LA V WARA NR59 WD 
FROM ROBERT P PATTERSON UNDER SW 
WASHINGTON DC 918125Z 
TO NORTH AMERICAN AVIATION INC INGLE- 
WOOD CALIF 
GRNC 
REFERENCE YOUR TELEGRAM 17 OCTOBER 
FROM JOHNSON STOP MY TELEGRAM 14 OC- 
TOBER RESPECT TO MAGNESIUM PRODUCTS 
INC WITHHOLDING IS HEREBY AMENDED TO 
REFER TO TOTAL OF NOT LESSmunen as 
$16 866.43 IN LIEU OF $24 462.24 STOP RESPECT 
COD DELIVERY REFERENCE IS MADE TO LET- 
TER DATED 13 OCTOBER FROM MAGNESIUM 
PRODUCTS INC RUFUS BAILEY SECRETARY 
TO DEPARTMENT OF JUSTICE WHICH AGREES 
THAT DURING PERIOD BETWEEN 13 OCTOBER 
AND 30 OCTOBER SALES TO YOU WILL BE ON 
QUOTE CUSTOMARY CREDIT TERMS UN- 
QUOTE END 
1840Z 
17 14 $16 866.43 $24 462.24 13 13 
:: INGLE 7082 R 1 BW TNX 
T 
39043C 


| Written]: Ree’d at 12; B.P. Rec. 10/2077 ae 
WG ee 1:2) 
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[EXHIBIT “F”] 
ACCOUNT 


Pe VERN MAGNESIUM PRODUCTS, INC.—CR. 
AND NORTH AMERICAN AVIATION INC.—DR. 


Invoice Date Invoice No. Amount Date Due 
8/31/44 71185 $ 22.55 9/10/44 Net 
oi 71186 32.78 = - 
71187 487.52 a a 
71188 95.92 ‘ i 
ia 71189 29.48 i. ie 
a 71190 1,283.70 i: as 
9/ 1/44 7FAZAS 6.05 10/10/44 <“ 
5 71214 113.08 - i 
8/22/44 70947 63.80 9/10/44 “ 
ss 70949 118.80 - . 
8/28/44 71077 850.60 i a 
9/ 6/44 71261 9.30 10/10/44 “ 
a 71262 134.64 i . 
i 7263 5.61 : - 
be 71264 289.30 cs : 
ae 71265 96.00 i. 2 
a 71266 1,536.00 F a 
a 71267 239.58 - . 
of 71268 63.36 - a 
a 71269 17.60 y S 
pt 71270 1,266.54 a . 
i 71278 576.00 s . 
9/ 7/44 71279 ame, 10/10/44 <« 
a 71280 583.66 re : 
“a 71281 11.88 ss ee 


: 71282 oes 


24 


Invoice Date 


éé 


9/ 8/44 


9/11/44 


cé 
ag 


9/12/44 
9/13/44 


9/14/44 


9/15/44 


9/19/44 


9/28/44 
1/25/45 


Invoice No. 


7\263 
71285 
71296 
7297, 
71298 
Paes) 
71300 
71301 
F302 
71303 
71320 
FMS) 
PSZ2 
711323 
71324 
71325 
71343 
71344 
71349 
71350 
7353 
ANS 32 
7i3o3 
71354 
71389 


71427 
71428 
71429 
TALES) 
73402 


Amount 


7.70 
424.16 
GonlZ 
1OI36 
19.36 
208.12 
1,240.58 
438.02 
408.00 
1,032.00 
843.48 
LZ 
143.00 
2592-00 
148.06 
Slane 
268.62 
1,230.24 
9.90 
9.68 
8.58 
64.02 
395.34 
143.88 
118.80 


$ 11.88 


85.06 
41.14 
12.76 
45.20 
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Date Due 


10/10/44 


cc 


ce 


10/10/44 


cé 


ce 


2/10/45 


(a9 


[20] 
Net 


ce 
oe 


(79 
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Invoice Date Invoice No. = Amount 
1/29/45 73072 117.52 
1/23/45 72888 5.00 
2/ 2/45 73157 73.45 
2/ 8/45 73261 197.75 
2/ 9/45 73272 1.14 
2/12/45 73274 50.85 
2/13/45 73277 85.88 

“ 73278 56.50 
2/16/45 73351 291.54 
2/22/45 73433 148.03 
2/26/45 73489 196.62 
2/27/45 73496 148.03 
3/ 6/45 73562 33.90 
3/19/45 73694 529.97 
3/22/45 73729 697.21 
3/31/45 73824 233.91 
3/31/45 73825 449.56 


Less our Returned Material Debit: 


9/ 9/44 441 CR 107240 -240.00 

8/28/44 441 CR 116165 -1,968.00 
1/23/45 Our D/M 

451CR9OLIO  -24.46 

$20,204.03 


Date Due 


4/10/45 


Z5 


[21] 


Received copy of the within Answer this July 31, 1945. 


Rufus Bailey, Attorney for Plaintiff. 


[Endorsed]: Filed Jul. 31, 1945. [22] 
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{Title of District Court and Cause | 


MOTION FOR SUMMARY JUDGMENT 


The pleadings herein having been closed, plaintiff moves 
the Court for a summary judgment in favor of plaintiff 
herein upon the grounds and for the reasons that: (a) 
the answer leaves undenied all of the material allegations 
of plaintiff’s complaint in that defendant’s sole defense is 
based upon acts done and threatened to be done under 
color of the provisions of the Renegotiation Act which 
said Act is void and unconstitutional as being unauthor- 
ized and violative of the constitution of the United States 
of America as more fully set forth in plaintiff’s memo- 
randum of points and authorities in support of this mo- 
tion, served and filed concurrently herewith, and (b) upon 
the further ground that the affirmative defenses of the 
defendant herein are barred by the [23] statute of limi- 


tations set forth in said Renegotiation Act. 
Plaintiff further moves that this motion be heard and 


determined before trial. 


BAILEY & POD 
By Rufus Bailey 
By Arlo D. Poe [24] 


Received copy of the within. Flint & Mackay, Nov. 17, 
1945. By LK. 


[Endorsed]: Filed Nov. 19, 1945. [25] 
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[Title of District Court and Cause | 


NOTICE OF MOTION FOR SUMMARY 
JUDGMENT 


To the Defendant above named and to Flint & Mackay 


and Edward L. Compton, its attorneys of record: 


You are hereby notified that on the 10th day of De- 
cember, 1945, the plaintiff will bring a motion for sum- 
mary judgment on for hearing before the Honorable J. F. 
T. O'Connor, Judge of the above entitled court at his 
court room at United States Courts and Post Office Build- 
ing, Los Angeles, California, at 10:00 o’clock A. M. of 


that day, or as soon thereafter as counsel can be heard. 


Said motion will be made upon the motion for sum- 
inary judgment, the affidavit of E. R. Clayton, and plain- 
tiff’s memorandum of points and authorities in support 
of motion for summary judgment, copies of which are 
served concurrently herewith and [26] upon all of the 


pleadings and files herein. 
Dated: November 8, 1945. 


BAILEY & POE 


By Rufus Bailey 
By Arlo ocs|27 | 


Received copy of the within. Flint & Mackay, Nov. 17, 
1945. By LK. 


[Endorsed]: Filed Nov. 19, 1945. [28] 
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| Title of District Court and Cause | 


AFFIDAVIT OF E. R. CLAYTON IN@S0 Gress 
OF MOTION FOR SUMMARY JUDGMENT 


State of California, County of Los Angeles—ss: 


E. R. Clayton being first duly sworn deposes and says: 


That he is now and continuously ever since the 6th 
day of December, 1938, has been the president of Mag- 
nesium Products, Inc., the plaintiff herein; that the plain- 
tiff is a corporation organized and existing under and 
by virtue of the laws of the State of California, with its 
principal place of business located at 1119 Santa Fe 


Avenue, Los Angeles, California. 


That at all of the times herein mentioned Henry L. 
Stimson was the duly appointed, qualified and acting Sec- 
retary of War of the United States of America and as 
such was charged with the duty of administering the 
Renegotiation Act. [29] 


That at all of the times herein mentioned Robert P. 
Patterson was the duly appointed, qualifed and acting 
Under Secretary of War of the United States of America 
and as such was also charged with the duty of adminis- 
tering said Renegotiation Act, by direction of and delega- 
tion by said Henry L. Stimson as the Secretary of War; 
that with respect to the matters involved in this action 
said Robert P. Patterson, as Under Secretary of War, 
did at all times purport to act by virtue of authority dele- 
gated to him by said Henry L. Stimson as the Secretary 
of War. 
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That plaintiff is engaged in the business of operating 
a jobbing foundry wherein it fabricates and sells mag- 
nesium alloy sand castings; that all of the business done 
by plaintiff during the times herein mentioned, ending 
November 30, 1942, was with private individuals, firms 
and corporations and not with the United States of 
America; that plaintiff had no contracts, as such, with 
any person, firm or corporation or with the United States 
of America; that all of its said business is and was done 
upon purchase orders, forwarded to plaintiff by its cus- 
tomers; that all of the magnesium alloy sand castings 
fabricated and sold by plaintiff, during the times herein 
mentioned, were sold below the maximum price which had 
been established and was in effect under the Emergency 
Price Control Act of 1942, as amended, and were sold at 
a price below the January 1, 1941, selling price. 


Afhant 1s informed and believes and therefore alleges 
the fact to be that said Unilateral Determination (Exhibit 
A to Defendant’s Answer), included the total of plain- 
tiff’s business done for its fiscal year ending November 
30, 1942, without regard to whether each purchase order 
involved $100,000.00 as required by said Renegotiation 
Act; that plaintiff at no time had a single purchase order 
or contract with defendant for $100,000.00 or more; 


That the products produced by plaintiff are standard 
commercial products which are identical in every material 
respect with [30] the products which are manufactured 
and sold, as a competitive product by hundreds of other 
manufacturers throughout the United States and which 
were in general civilian, industrial and commercial use 
prior to January 1, 1940; that the products produced by 
plaintiff were unchanged in any material respect by the 
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war and were consistently sold at a price not in excess 
of the January 1, 1941, selling price; affiant is informed 
and believes and therefore alleges that its selling prices 
were, during all of the times herein mentioned, well be- 
low said ceiling price and far below the prices charged 
by any other magnesium sand casting foundry in this or 
any other market area; in this regard afhant is informed 
and believes and therefore alleges the fact to be that its 
prices are the lowest in the entire United States; plain- 
tiff’s costs have been reduced over a long period of years 
and as these reductions have occurred its selling prices 
have been correspondingly reduced. 


Plaintiff’s operations at all times herein mentioned have 
been conducted with its own funds and personnel and 
without any direct or indirect financial assistance from 
the government and plaintiff has at all times promptly and 
fully met its obligations to the government of the United 
States of America, including the full payment of all taxes 
which plaintiff believes it owed to the government, which, 
for 1942, were paid in the amount of $381,592.38. 


Plaintiff has, in conducting its operations in the war 
effort, expended considerable effort and expense in as- 
sisting smaller concerns and has made available to them 
plaintiff's engineering and technical staffs, supplies and 
equipment; that plaintiff has not materially increased its 
total compensation for its officers and executive employees 
since 1941 even though the operations of plaintiff have 
greatly increased and the resulting responsibility and bur- 
den on those officers and employees has been correspond- 
ingly increased. 


Plaintiff has supplied castings in an open competitive 
market and has, since October 1941, consistently sold at 
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a price [31] below the O.P.A. ceiling as set by Maximum 
Price Regulation No. 125. In 1940 plaintiff voluntarily 
established a blanket price for all magnesium castings of 
$2.35 per pound; this price was made without regard to 
the difficulty of castings or intracacy of design; in 1941 
plaintiff voluntarily reduced the blanket price to $2.30 
per pound; in January of 1942 plaintiff voluntarily re- 
duced its price to $2.25 per pound; in February of 1943 
plaintiff complied with the O.P.A. request for reduction 
of 3¢ per pound based upon its computation of savings 
due to the roll back in the ingot price of magnesium of 
2¢ per pound. This price of $2.22 per pound was well 
below the ceiling price and far below the price charged 
by plaintiff's competitors in this or any other market area. 

The plaintiff, in July of 1943, voluntarily reduced the 
price of all castings to $2.00 per pound thereby effecting 
a saving to its customers, for the balance of the fiscal 
year, of approximately $70,000.00. This saving more than 
offsets the amount of recovery sought by renegotiation 
and was made by plaintiff as a means of settling this 
controversy. 


That on June 6, 1944, the said Robert P. Patterson, as 
the Under Secretary of War, acting and purporting to act 
by virtue of the authority delegated to him by the said 
Henry L. Stimson as the Secretary of War, and acting 
and purporting to act under said Renegotiation Act, did 
make an order purporting to determine excess profits al- 
leged to have been made by plaintiff during the last 
eight months of its fiscal year ending November 30, 1942: 
that a copy of said order is attached as Exhibit A to De- 
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fendant’s answer and by this reference incorporated here- 
in as though set forth in full at this portion of affant’s 
affidavit. 


That at all times herein mentioned Henry H. Arnold 
was and now is a duly commissioned General in the United 
States Army and the Commanding General of the Army 
Air Forces of the United States and is the same person 
designated in said Exhibit A as the “Commanding [32] 
General, Army Air Forces”. 


That at all times herein mentioned Brehon B. Somer- 
vell was and now is a duly commissioned General in the 
United States Army and the Commanding General of the 
Army Service Forces of the United States and is the same 
person designated in Exhibit A as the “Commanding 
General, Army Service Forces”. 


Affiant is informed and believes and upon such infor- 
mation and belief alleges the fact to be that pursuant to 
said Renegotiation Act the said Henry L. Stimson did, 
on the 30th day of June, 1942, delegate to said Robert 
P. Patterson, as the Under Secretary of War, alllaierme 
authority and discretion conferred upon Henry L. Stim- 
son, as the Secretary of War; that on the 30th day of 
June, 1942, the said Robert P. Patterson designated the 
war Department Price Adjustment Board as the co- 
ordinating agency to determine and eliminate by renegotia- 
tion excessive profits and delegated to said Henry H. 
Arnold as the Commanding General, Army Air Forces, 
the authority to create certain subagencies and Price Ad- 
justment Boards and redelegated the authority conferred 
by the Renegotiation Act to said Price Adjustment 
Boards. 
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That at all times herein mentioned the “renegotiations” 
herein referred to were conducted in the first instance 
by the Army Air Forces sitting in Los Angeles, Cali- 
fornia, subsequently by a Price Adjustment Board sitting 
in Washington, D. C., and subsequently by a Price Ad- 
justment Board sitting in Los Angeles, California, which 
Boards were appointed or designated, and were and are 
purporting to act by virtue of authority and discretion 
delegated to them by said Robert P. Patterson. 


That the said Robert P. Patterson, as is disclosed by 
Exhibit A attached to Defendant’s answer, reached his 
conclusion through a consideration of financial operating 
and other data obtained from governmental or other 
sources unknown to plaintiff; that said Robert P. Patter- 
son has wholly failed and neglected to [33] inform plain- 
tiff as to what financial operating and other data he took 
into consideration or how he used it or what weight he 
gave to it: in this regard plaintiff alleges that said 
Robert P. Patterson and the above named Boards reached 
their conclusions arbitrarily, capriciously, unreasonably 
and in violation of plaintiff’s legal rights. 


That the renegotiation proceeding for plaintiff’s fiscal 
year, November 30, 1942, was commenced on April 17, 
1943, by the mailing to plaintiff of the notice attached 
hereto as Exhibit A; that on the date shown thereon 
plaintiff mailed to said Board the original of Exhibit B at- 
tached hereto, together with the data described therein; 
that thereafter the first conference was held concerning 
said renegotiation proceedings between plaintiff and said 
Board on May 18, 1943, as is disclosed by Exhibit C at- 
tached hereto. 
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The plaintiff herein has never agreed or assented to 
said renegotiation or the determination of any alleged ex- 
cessive profits or the amount thereof but on the contrary 
has expressly refused to agree thereto and has at all times 
consistently maintained that it was not subject to said 
Renegotiation Act and that, in truth and in fact, it has 
not received or realized any excessive profits; plaintiff 
has consistently maintained and asserted that, as and if 
applied to the plaintiff or to the business or transactions 
of the plaintiff, said Renegotiation Act and each and 
every section and subdivision thereof are, and each of 
them is, void and unconstitutional as being unauthorized 
and violative of the constitution of the United States of 
America and that neither Henry L. Stimson, Robert P. 
Patterson, Henry H. Arnold nor Brehon B. Somervell 
had the power or authority to make said Unilateral De- 
termination of June 6, 1944, (Exhibit A to Defendant’s 
Answer herein), nor said direction to withhold of Sep- 
tember 6, 1944, (Exhibit B to Defendant’s Answer) or 
either of them and that none of said last named persons 
have the power or authority to enforce said Unilateral De- 
termination according to its terms or otherwise for the 
reason that said [34] Renegotiation Act is unconstitu- 
tional and void, without lawful effect and repugnant to 
the constitution of the United States of America. 


That plaintiff filed with the Tax Court of the United 
States its petition for redetermination of excessive profits 
under the Renegotiation Act on September 1, 1944, and 
said petition has been assigned Docket No. 61-R; that 
thereafter Henry L. Stimson as Secretary of War, and 
Robert P. Patterson as Under Secretary of War, filed 
their answer to said petition; that said petition is now 
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pending before the Tax Court of the United States but 
has not been calendared for hearing nor has any deter- 
mination been made on its merits. 


Bek Clnwy TON 


Subscribed and sworn to before me this 8th day of No- 
vember, 1945. 

(Seal) WINIFRED HOLLAND 

Notary Public in and for said County and State [35] 


[EXHIBIT A] 
Address Reply To: 


Western District Supervisor 


Attention: 
Price Adjustment Sect. 
File No. 1399 


Budget Bureau No. 49-RO70-43 
Approval Expires Dec. 31, 1943 


ARMY AIR FORCES 


COMMAND 
MATERIEL CEMFER 


WESTERN PROCUREMENT DISTRICT 


3636 Beverly Boulevard 
Los Angeles, California 
April 17, 1943 


Magnesium. Products, Inc. 
1119 South Santa Fe Avenue 
Los Angeles, California 
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Gentlemen: 


Pursuant to an Act of Congress (Section 403 of the 
Sixth Supplemental National Defense Appropriation Act 
of 1942, approved April 28, 1942, as amended by Section 
801 of the Revenue Act of 1942, approved October 21, 
1942) Price Adjustment Boards have been established 
within the War Department, The Navy Department, the 
Maritime Commission, and the Treasury Department. 
The function of these Boards is to review the profits 
earned on Government business by individuals or corpo- 
rations who are parties to contracts for the production or 
supply of war products. 

In the interest of simplicity, the four above-mentioned 
Departments have agreed that there should be delegated 
to this Section all renegotiations with your Company. 


It is the view of the Board that this review can better 
be made by an overall study of your Company’s financial 
position and your profits (past and prospective) from your 
war contracts as a whole, subdivided only as to fixed-fee 
and fixed-price contracts, than by an analysis of each in- 


dividual contract On a unit cost basis. 


For preliminary study will you please send us within 


fifteen days: 


a. Copies of your regularly prepared financial reports 


including balance sheets and income and surplus ac- 


counts for the years 1936 to 1942, inclusive. 


b. A copy of your latest balance sheet and of your in- 
come account or operating statement for the current 


year to the most recent date available. 
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In order not to burden your company, these reports 
need not be set up in tabulated form. Copies of your reg- 
ular audited statements with the auditor’s comments, or if 
these are not available, your published reports to stock- 
holders should give us all the information necessary for 


our preliminary study. [36] 


After we have had an opportunity to study this ma- 
terial, it will be our purpose to arrange a meeting with 
you and any financial or other officers whom you may wish 
to include, in order that we may develop a mutually sat- 


isfactory basis for review. 


It may be that a preponderant portion of your pro- 
duction is for some Service or Department other than 
the Army Air Forces. If so, we shall appreciate your 


advising us thereof before preparing the data requested 
above. 


Very truly yours, 


EK. A. MATTISON 

Major, Air Corps 

Chief Price Adjustment Section 
G. M. Chipman 
G. M. CHIPMAN 

Captain, Air Corps 

Price Adjustment Section [37] 
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[EXHIBIT B] 


May 6, 1943 


Army Air Forces, Reference: 
Materiel Command, Price Adjustment Sec. 
Western Procurement Dist., File: 1399 


3636 Beverly Blvd., 


Los Angeles, California. 
Attn: Mr. J. W. Chapple 


Gentlemen: 


Pursuant to your letter of April 17, 1943 and our 
telephone conversation of this week, we are enclosing 
herewith, balance sheets and P and L’s for the fiscal 
years ended November 30, 1939, 1940, 1941, 1942. 


We trust that you find these satisfactory for your re- 
negotiation purposes and we shall expect to hear from 
you in the near future for an appointment to go into 


further details. 
Very truly yours, 


MAGNESIUM PRODUCTS, xe] 
Byes. R. Clayton 
BiG? Fila President | 38] 
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May 25, 1943. 
Special Delivery 


Army Air Forces 

Materiel Command 

Western Procurement District 
3636 Beverly Blvd. 

Los Angeles, California. 


Reference: Price Adj. Section 
File No. 1399 


Attention: Mr. J. W. Chapple 
Gentlemen: 


As per request in Price Adj. Section Form 2, which you 
gave us at conference May 18th, our “Contractors Let- 


ter” is as follows: 


History 

In the fall of 1938, Mr. K. T. Vanganes, who had ten 
years prior experience in aircraft manufacture, produc- 
tion control and purchasing, interested the writer in the 
financing of our present Magnesium Products, Inc. At 
that time all the magnesium sand castings required for 
our local aircraft companies were made by the Dow 
Chemical Company’s foundry at Bay City, Michigan, or 
at American Magnesium Company’s foundry in Cleveland, 


Ohio, or at Bendix foundry at Bendix, New Jersey. 


Our idea was that there could be developed sufficient 


aircraft and commercial business to support a local foun- 
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dry which would help the local manufacturers from both 
a price and time saving basis. We visited The Dow 
Chemical Company in Midland and Bay City and after 
proving our financial ability to perform in a manner satis- 
factory to them and their customers in California they 
granted us a license to operate a sand casting foundry 
and agreed to furnish us with one of their specially trained 
metalurgists thoroughly competent to handle any phase of 
any magnesium operation. The man we all agreed on was 
Mr. L. M. Nash who had ten years experience in all de- 
partments of their magnesium operation. Mr. Nash has 
been our metallurgist and general superintendent since 


January 1939. 


At this time we asked the Dow Chemical Company for 
a sales contract to represent them on a manufacturers basis 
in California on their line of wrought magnesium products 
namely: sheet, extrusions, forgings and fabricated parts. 
The reply was that we would first have to demonstrate 
|39| to them that we could successfully operate a foun- 
dry and promote the sale of magnesium in this territory. 
About July of 1939 on inspection of our plant and opera- 
tions we were awarded a sales contract on a year to year 


basis which we have enjoyed to the present time. 


Mr. Vanganes and the writer returned from the visit 
to Dow in October 1938 and with my personal funds we 
started to purchase the necessary foundry and heat treat- 


ing equipment to start operations, 
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The writer owns the building at 1119-1125 Santa Fe 
Avenue and we asked the tenant, Callahan Engineer Com- 
pany to move out so that we could start the foundry 
operation. In using this building we acquired consider- 
able machinery, air lines, 400 amp. electric service, over- 
head rail and hoist and office equipment which enabled us 
to get started on our small initial capital. During the first 
years operation we were some 10 to 12 thousand dollars 
in the red which was supplied by the writer on open note 
basis. The steady expansion which has occasioned since 
the first year is apparent from the statements in your 
possession. All capital was furnished either by the writer 
or from profits which we accumulated. No dividend was 
paid until November 1942. 


We believe that we have been largely responsible for 
the rapid growth of the use of magnesium in this terri- 
tory then our years of educational and sales promotion- 
ary work on the engineering and purchasing staffs of the 
local aircraft companies. We have always tried not to 
oversell the material and to deliver a product which was 
better than the specification requirement. 

Thru the years we have had to anticipate the require- 
iments of our customers to some extent, in order to be 
ready to turn out the necessary poundage without serious 
delay. The expansions required foundry production equip- 
ment such as jolt squeeze and roll over machines and heat 


treating equipment and the training of personnel. 
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A good deal of the business of 1942 and 43 was prac- 
tically forced upon us, due to the opening of large branches 
of Douglas, North American, Boeing and Vultee in the 
Eastern territory. We had the only set of patterns for 
some of these ships and to make new patterns and prove 
them and secure a new source of supply would have en- 
tailed added costs and a delay of 4 to-6 months. It has 
been quite a struggle to keep up with the required deliv- 


eries due to this reason. 


PRICE 


In 1939 as far as we could ascertain the price on selec- 
tive castings basis was from $2.50 to $5.00 per pound. 
We started on a $2.50 per pound basis and in the first 
year we voluntarily established for large users a price 
of $2.35 per pound for all castings of over 3 ounces 
weight. The minimum on these small castings’ of less 
than 3 ounces 55c each. About 1940 we voluntarily es- 
tablished a “Blanket Price” of $2.35 for large accounts. 
This had the effect of saving large amounts of time for- 
merly consumed both by our own cost and billing depart- 
ments and by the aircraft companies cost [40] accounting 
and ertimating departments. About 1941 we voluntarily 
reduced the blanket price to large users to $2.30. An- 
other voluntary reduction to $2.25 followed about Janu- 
ary 1942. On February Ist of 1943 we complied with the 
O.P.A. request for a reduction of 3¢ per pound based on 
their computation of savings due to the reduction in ingot 


price of 2¢ per pound. 
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COOPERATION 


We have during our entire history cooperated with our 
competitors in sharing with them the knowledge and de- 
‘signs for special equipment necessary to turn out a satis- 
factory product. This is proven by the fact that with 
the exception of the local American Magnesium Plant all 
the men in charge of our competitors’ foundries were 
exemployees of this company at one time and were trained 
under our system by Mr. Nash. Many of their molders, 
coremakers, heat treaters and finishers had this training 
in our plant. During the 1942 shortage of materials we, 
on many occasions, kept local plants open by loaning them 
from our stocks magnesium ingot, melting fluxes, cruci- 
bles and other materials. These loans were on a free basis 
and all that we received was the return of the same 
amount of material. We have been instrumental in re- 


ducing the cost to all of us on melting crucibles from 
$35.00 in 1939 to $10.00 at present. 


PUTURE OPERATIONS 


We are of the opinion that magnesium is in its in- 
fancy, that it is hazardous and we believe we would never 
have crowded the large amount of production equipment 
into our small plant except for the urgent needs of war 
necessity. We believe that it will not be possible to 
operate on our present three shift six day basis economi- 
cally in the post war era. We will have considerable 
amounts of excess machinery for which we do not hold 


a certificate of necessity. For these reasons we believe 
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that our present operations are of the so called “War 
Baby” Class and should be entitled to a larger percentage 


of profit than more stable established lines. 


In December 1942 we suffered a disastrous fire which 
destroyed our entire cleanup and shipping department just 
completed in August 1942. This represents about 20% 
of our entire floor space. We only lost three days opera- 
tion in the foundry and sub-contracted the cleanup work. 
We had the building entirely rebuilt and new machinery 
in operation in exactly 30 days time. In the next 60 days 
we caught up and passed the entire production lost in De- 


cember. 
Trusting this is the information desired and assuring 
you or our continued cooperation, we are 


Very truly yours, 


MAGNESIUM PRODUCiCwin@ 
By E. R. Clayton 
ERC:HG President [41] 


Received copy of the withn. Flint & Mackay, Nov. 17, 
1945. By L.K. 


| Endorsed]: Fited Nov. 19, 1945. [42] 
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[Title of District Court and Cause] 


RESPONSE TO CERTIFICATION AND MOTION 
Pye NIPED STATES TOMINTERVENE 


Comes now the United States of America by its Assist- 
ant Attorney General, John F. Sonnett, and its attorney 
for the Southern District of California, Charles H. Carr, 


and says: 


1. The United States of America, pursuant to the 
Act of August 24, 1937 (28 U. S. C. 401) and Rule 24 
of the Federal Rules of Civil Procedure, moves to inter- 
vene and become a party herein for the purposes and 
with all the rights provided by said Act of August 24, 
1937, and by said Rule 24, on the following grounds: 


(a) That the constitutionality of an Act of Congress, 
the [43] Renegotiation Act, [Section 403 of the Sixth 
Supplemental National Defense Appropriation Act, 1942 
(Public 528, 77th Congress), approved April 28, 1942, as 
amended by Section 801 of the Revenue Act of 1942 
(Public 753, 77th Congress) approved October 21, 1942; 
by the Military Appropriation Act, 1944 (Public 108, 78th 
Congress), approved July 1, 1943; by Public 149, 78th 
Congress, approved July 14, 1943; and as amended in 
full by Section 701 (b) of the Revenue Act of 1943 
(Public 235, 78th Congress, enacted February 25, 1944] 
affecting the public interest is drawn in question in this 


action and neither the United States, nor any agency 
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thereof, nor any officer or employee thereof, as such of- 


ficer or employee, is a party hereto; and 


(b) That in accordance with Rule 24 (b) (2) of the 
Federal Rules of Civil Procedure, the United States has 
claims and defenses which present questions both of law 
and of fact which are common to the main action. The 
intervention of the United States will not unduly delay or 
prejudice the adjudication of the rights of plaintiff or 


defendant in this action. 


2. Annexed hereto in accordance with Rule 24 (c) of 
the Federal Rules of Civil Procedure is a pleading en- 
titled “Answer of the United States.” The United States 
moves that said pleading be deemed the appearance of the 
United States in support of the constitutionality of the 
Act of Congress herein drawn in question, and in opposi- 
tion to all pleadings, motions, and proceedings of the 
parties hereto that have been or may be made in so far as 
said pleadings, motions, or proceedings are based on the 
contention that said Act of Congress is in any respect, or 
in any application, unconstitutional; and that said plead- 
ing be deemed the appearance of the United States for 
the purpose of asserting its claims and defenses under the 
Federal Rules of Civil Procedure, and in opposition to 
all pleadings, motions, and proceedings of the parties here- 
to that have been made or may be made herein in so far 
as said pleadings, motions, or proceedings relate to said 


claims or defenses. 
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3. The United States moves for leave to make such 
motions [44] and take such other proceedings as it may 
deem appropriate or desirable and to present evidence in 
support of the allegations of its answer and as the Act 
of August 24, 1937 provides. 


JOHN F. SONNETT 
Assistant Attorney General 


GreARLES H. CARRE 
United States Attorney 


RONALD WALKER 
Assistant United States Attorney 


ROBERT E. WRIGHT 
Assistant United States Attorney 


Attorneys for United States 


[Endorsed]: Filed Jan. 18, 1946. [45] 
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NOTICE 
To: Rufus Bailey, Arlo D. Poe, 639 South Spring Street, 
Los Angeles 14, California, Attorneys for Plaintiff. 
To: Flint & Mackay, 12th Floor Rowan Building, 458 
South Spring Street, Los Angeles, California, At- 
torneys for Defendant, North American Aviation, 
Inc. 

You Will Please Take Notice that on Monday, the 28th 
day of January, 1946, at the hour of 10:00 o’clock in 
the forenoon of said day or as soon thereafter as counsel 
may be heard, the undersigned attorneys for the United 
States of America will appear before the [46] Honorable 
J. F. T. O’Connor in the Courtroom usually occupied by 
him in the United States Court House, Los Angeles, Cali- 
fornia, and will then and there present the motion of the 
United States for leave to intervene in the above-entitled 
cause, the answer of the United States, as intervenor, to 
the complaint in said cause, and will then and there move 
the Court to enter an order allowing intervention by the 
United States, copies of which said motion, answer, and 
proposed order are attached hereto. 

JOHN F. SONNE 

Assistant Attorney General 
CHARLES H. CARis 

United States Attorney 
RONALD WALKER 

Assistant United States Attorney 
ROBERT E. WRIGE@ 

Assistant United States Attorney 

Attorneys for United States 
[Endorsed]: Filed Jan. 18, 1946. [47] 
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ORDER ALLOWING INTERVENTION BY 
UMITED STARES 


This cause came on to be heard on the motion of the 
United States to intervene and for other relief, and the 
Court being satisfied that the United States has the right 
to intervene and become a party herein under the provi- 
sions of the Act of August 24, 1937 (28 U. S. C. 401), 
and under the provisions of Rule 24 of the Federal Rules 
of Civil Procedure. 


It Is Ordered: 


1. That the motion of the United States is in all re- 
spects granted; 


2. That the United States is hereby made a party to 
this [49] cause for the purposes and with all the rights 
provided by said Act of August 24, 1937, and by the 
Federal Rules of Civil Procedure, and that the United 
States shall receive notice of all proceedings herein; 


3. That the Answer of the United States, annexed to 
said motion, is deemed the appearance of the United States 
in support of the constitutionality of the Act of Con- 
gress herein drawn in question, to wit, the Renegotiation 
Act; and in opposition to all pleadings, motions, and pro- 
ceedings of the parties hereto that have been or may be 
-made in so far as said pleadings, motions, or proceedings 
are based on the contention that said Act of Congress is 
in any respect, or in any application, unconstitutional; and 
that such Answer of the United States is deemed the ap- 
pearance of the United States for the purpose of assert- 
ing its claims and detenses under Rule 24 (b) (2) of the 
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Federal Rules of Civil Procedure; and in opposition to all 
pleadings, motions, or proceedings of the parties hereto 
that have been made or may be made herein in so far 
as said pleadings, motions, or proceedings relate to said 
claims or defenses; 

4. That leave is granted to the United States to make 
such motions and take such other proceedings as it may 
deem: appropriate or desirable and to present evidence at 
the trial in support of the aJlegations of its answer and in 
the manner provided by said Act of August 24, 1937. 

Done in open Court this 28 day of January, 1946. 


J. F. T. OCONNGIE 
United States District Judge 


[Endorsed]: Filed Jan. 28, 1946. [50] 


| Title of District Court and Cause | 


ANSWER OF THE UNITED STATES 


The United States of America, intervenor herein, for 
its pleading in intervention alleges as follows: 


1. By certificate dated November 19, 1945, the Hon- 
orable J. F. T. O’Connor, Judge of the United States 
District Court, certified to the Attorney General, pursuant 
to the Act of August 24, 1937 (28 U. S. CoOIR ie 
fact that the constitutionality of the Renegotiation Act, 
an Act of Congress affecting the public interest, is drawn 
in question in this action. 


2. Except by this intervention neither the United 
States nor any agency thereof nor any officer or employee 
thereof, as such officer [51] or employee, is a party to this 
action. 
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3. The Renegotiation Act affects the public interest for 
the following reasons among others: 


(a) In the light of the experience acquired in the 
Revolutionary War, the Civil War and the World War, 
Congress concluded that the Renegotiation Act is the fair- 
est and most effective method for eliminating excessive 
war profits. 


(b) Effective control of war profits is an essential 
feature of a successful war program. The control of war 
profiteering is required to maintain morale, reduce the tax 
burden, control inflation, and stimulate efficient procure- 
ment practices. 


(c) The United States has obtained refunds pursuant 
to the Renegotiation Act of excessive war profits in an 
amount greater than $6,000,000,000, prior to tax adjust- 
ment. In 97.5% of the cases the contractor agreed to the 
determination made by the renegotiating officials. 


FIRST DEFENSE 


4. The Renegotiation Act was enacted pursuant to the 
war powers of Congress. It is constitutional and valid 
and all action taken pursuant thereto in determining the 
amount of excessive profits realized by plaintiff was in al! 
respects lawful. 


5. The Declarations of War with Germany, Italy, and 
Japan required the production of the weapons of war, the 
procurement of equipment and supplies for troops, the 
construction of camips and camp facilities and the procure- 
ment of the instruments of communication and_ trans- 
portation in the largest possible quantity with the greatest 
possible speed. The full industrial capacity of the United 
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States had to be converted immediately to the production 
of war material and to meet war objectives. The extent 
of the procurement problem is indicated by the fact that 
during the four months of July, August, September, and 
October, 1942, the War Department alone entered into 
over 1,400,000 contracts. In January, 1942, the total dol- 
lar value of contracts executed for war [52] purposes 
amounted to more than $9,000,000,000 and in the remain- 
ing months of the fiscal year 1942 this figure never fell 
below $4,800,000,000. On June 30, 1942, the outstand- 
ing obligations of the United States for war supplies and 
war facilities amounted to nearly $43,000,000,000. Total 
expenditures of the War and Navy Departments for the 
fiscal year ending June 30, 1942, amounting to nearly 
$23,000,000,000, exceeded the total military and naval ex- 
penditures of the United States from 1789 through the 
end of the World War. 


6. The necessity for procuring war material adequate 
in quantity and available in time to permit this nation 
to avert grave military reverses required that ordinary 
procurement procedures be drastically modified. Negotia- 
tion of contracts was substituted for advertising for bids; 
letters of intent and letter contracts were widely employed 
to allow manufacturers to begin production prior to the 
execution of formal agreements; subcontracting and wide- 
spread distribution of war orders were required to utilize 
the full industrial capacity of the nation and procurement 
officials in the field were given full and final authority to 
execute contracts in very large amounts. The difficulties 
were enormously increased by the fact that modern war- 
fare, mechanized and amphibious, has forced the develop- 
ment, production, and use of hitherto unknown weapons 
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and supplies. Furthermore, shortages and dislocation of 
labor and materials required wholesale revisions in estab- 
lished methods of production. 


7. Under these circumstances accurate pricing was im- 
possible. Many of the supplies and weapons were entirely 
new and as to these there was and could be no guiding 
cost or price experience. Many contractors were required 
to produce articles which they had never produced before 
and were thus required to convert their plants and to re- 
train their labor forces. Quantities, rates of delivery, and 
specifications were and had to be modified in the light of 
battle experience. These uncertainties were further 1n- 
creased by shortages and dislocation of labor and material 
supply. Under such circumstances, the contractor [53] 
was entitled to and did receive prices which would protect 
him against these innumerable hazards to production, al- 
though it was recognized that as experience was acquired, 
as conversion problems were solved, as labor was trained, 
as lines of supply were established, as design and specifi- 
cations were crystallized, and as mass production was 
achieved, the cost of production would be greatly de- 
creased and, therefore, that very large profits could be 
expected. 


8. Renegotiation developed as the solution to the prob- 
lem of meeting the procurement needs of the armed forces 
with the speed necessary to achieve military objectives, 
and at the same time eliminating excessive war profits 
which would place an undue burden upon the taxpayers 
of the nation, impair the national morale, and constitute 
a threat of war-time inflation. Prior to the enactment of 


the statute there had been numerous instances of voluntary 
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refunds to the Government of excessive profits and of 
voluntary renegotiation and revision of contract prices. 
The War and Navy Departments had, prior to the statute, 
established cost inspection divisions and had designated 
renegotiating officials whose duty it was to advise con- 
tracting officers concerning fair pricing for future con- 
tracts and to renegotiate prices under existing agree- 
ments. The Renegotiation Act made obligatory and gave 
the force of law, with power in the Government to make 
unilateral determinations and with such other modifica- 
tions as the Congress thought desirable, to the practice 
which was developed by the Services and responsible 
members of the business community. 


9. No rigid definition of excessive profits are possible. 
In fairness to the contractor and to the public, it was 
necessary that the ultimate price and the ultimate profit 
be fixed by an exercise of judgment in the light of the 
conditions peculiar to the individual contractor. Consid- 
eration had to be given to a great variety of circumstances, 
including the contractor's economy in the use of labor, 
plant facilities and raw materials, the contractor's effici- 
ency in achieving quantity production at reduced cost, the 
war contribution of the contractor by invention [54] or 
by development of manufacturing technique, the quality 
and complexity of the item produced, the extent and 
character of subcontracting, the nature and amount of 
Government financing. the contractor’s cooperation in 
meeting the changing problems of war production, the 
risks assumed by the contractor because of close pricing, 
large inventories, cut-backs in orders or modifications of 
specifications and such other factors as might at the 
time of the profit determination prove to be appropriate. 


North American Aviation, Inc., etc., et al. 55 


10. In order to achieve the purposes for which the 
statute was passed and to eliminate, so far as possible, 
unfair discrimination between contractors the Congress 
determined that it was necessary that the Act apply to 
contracts in existence on the date the legislation became 
effective, that is on April 28, 1942. On that date there 
were outstanding uncompleted war contracts under which 
the United States had obligations in excess of $50,000,- 
000,000. It was in connection with these early contracts 
that the probability of excessive profits was greatest and 
accordingly, that the need for renegotiation was greatest. 


11. All the considerations which required renegotia- 
tion of prices and profits arising from prime contracts 
apply with equal force to subcontracts. 


12. In view of the great variety of war contracts and 
in order that the accounting burden might not defeat the 
ultimate objectives of the statute and in order that the 
renegotiation law itself should not by its rigidity impede 
the procurement of war supplies, it was necessary and ad- 
visable that the procuring agencies be empowered to act 
upon the classification of contracts established by the 
statute. 


SECOND DEPENSE 


13. This Court has no jurisdiction of any issue as to 
which the Tax Court is given jurisdiction by Section 
403 (e) of the Renegotiation Act. That section permits 
any contractor or subcontractor dissatisfied with the ad- 
ministrative determination of his excessive profits to ob- 
tain [55] in the Tax Court of the United States a deter- 
mination de novo of the amount of such profits and the 
Tax Court is given “exclusive jurisdiction, by order, to 
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finally determine the amount, if any, of such excessive 
profits received or accrued by the contractor or subcon- 
tractor, and such determination shall not be reviewed or 
redetermined by any court or agency.” Plaintiffs have 
filed a petition in the Tax Court for such redetermina- 
tion but the Tax Court has not as yet heard or decided 
plaintiff’s case. This suit is premature because plaintiff 
has not as yet exhausted its Tax Court remedy. 


THIRD DEFENSE 


14. The complaint fails to state a claim upon which 
relief can be granted. 


FOURTH DEFENSE 


15. (a) The United States admits the allegations of 
paragraphs I and 11 of the complaint. 


(b) During 1942, plaintiff was engaged in the manu- 
facture of certain magnesium castings, all of which had 
a war end use. These magnesium castings were sold to 
defendant North American and others, and as plaintiff 
well knew they were used in the fabrication of aircraft 
and aircraft parts manufactured for and at the expense 
of the United States. After the enactment of the Re- 
negotiation Act on April 28, 1942, plaintiff continued to 
enter into numerous purchase order contracts for the 
manufacture and sale of such castings and to make de- 
liveries pursuant to those purchase orders. 


(c) After due notice to plaintiff, proceedings for the 
renegotiation of plaintiff’s contracts and subcontracts were 
had and conducted by representatives of the Secretary of 
War and thereafter, and on the 6th day of June, 1944, the 
Under Secretary of War, acting under and by virtue of 
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the Renegotiation Act and pursuant to authority delegated 
to him, duly determined, in accordance with law, that of 
the profits realized by plaintiff during its fiscal year end- 
ing November 30, [56] 1942 on its contracts and sub- 
contracts subject to renegotiation, $250,000 thereof were 
excessive profits. A full, true and correct copy of the 
order and determination of the Under Secretary of War 
is attached hereto as Exhibit “A” and by this reference 
made a part hereof. 


(d) The tax credit to which plaintiff is entitled under 
Section 3806 of the Internal Revenue Code is in the 
amount of $184,376.63. This tax credit is computed upon 
the assumption that the profits determined to be excessive 
were returned as income by plaintiff for tax purposes 
and that the appropriate taxes have been or will be paid 
on such profits. 


(e) On or about September 6, 1944, the Under Sec- 
retary of War mailed to defendant North American a 
“Direction to Withhold from Magnesium Products, Inc., 
of Los Angeles, California, pursuant to the Renegotia- 
tion Act.” This withholding order was amended by a 
telegram from the Under Secretary of War to defendant 
North American, dated October 14, 1944, by a further 
telegram dated October 19, 1944, and by a letter dated 
July 21, 1945. Full, true, and correct copies of the order 
and its amendments are attached hereto as Exhibits “B’’, 
“C”’, and “D”, and “‘E”’, and by this reference made a 
part hereof. 


(f{) The United States is informed and believes, and 
upon such information and belief alleges that pursuant 
to these directions from the Under Secretary of War 
defendant North American has withheld for the account 
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of the United States, from amounts otherwise due to 
plaintiff, the sum of $20,204.03. And the United States 
further alleges that by reason of the orders and deter- 
minations made by the Under Secretary of War and de- 
scribed herein said sum of $20,204.03 is not now owing 
to plaintiff but is owing to the United States. 


(g) Plaintiff has filed a petition in the Tax Court of 
the United States asking for a redetermination of the 
amount, if any, of its excessive profits for its fiscal year 
ending November 30, 1942. The Tax Court has not as 
yet heard plaintiff’s case or rendered any [57] decision 
thereon. 


(h) The United States denies each allegation of the 
complaint not admitted, qualified, or specifically denied. 


16. With respect to all matters in controversy in this 
suit, all action taken by Henry L. Stimson and Robert P. 
Patterson and by all persons acting for them or under 
their direction or on their behalf, was taken pursuant to 
and authorized or required by the Renegotiation Act. 


FIFTH DEBENSE 


17. The United States by this reference realleges as 
though fully here set forth each of the allegations con- 
tained in paragraphs 1 to 16, inclusive, of this answer. 


18. By reason of the facts and circumstances set forth 
in this fifth defense, plaintiff has waived all right to con- 
test the validity of the Renegotiation Act or the validity 
of the orders, directions and determinations of the Under 
Secretary of War, and all right to contend that there is 
any indebtedness owing to plaintiff from defendant North 
American. 
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SIXTH DEFENSE 
19. The United States by this reference realleges as 


though fully here set forth each of the allegations con- 


tained in paragraphs 1 to 16, inclusive, of this answer. 


20. By reason of the foregoing fact and circumstances 
set forth in this sixth defense, plaintiff is estopped from 
contesting the validity of the Renegotiation Act or the 
validity of the orders, directions and determinations of 
the Under Secretary of War, and from asserting that 
there is any indebtedness owing to plaintiff from defend- 
ant North American. [58] 


SeVEN TH DEFENSE 


Z1. The United States by this reference realleges as 
though fully here set forth each of the allegations con- 
tained in paragraphs | to 16, inclusive, of this answer. 


22. By reason of the foregoing facts and circum- 
stances set forth in this seventh defense and because the 
Renegotiation Act has to do with the expenditure of the 
funds of the Federal Government, the matters in con- 
troversy in this answer are matters over which the execu- 
tive and legislative branches of the Government have full, 
final, and exclusive authority. 


For Answer to the Second and Separate Cause of Ac- 
tion in the Complaint, the United States Admits, Denies, 
and Alleges as Follows: 


23. The United States incorporates herein and by this 
reference realleges as though fully here set forth each 
and all of the allegations heretofore set forth in this 
answer, 
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Wherefore, the United States prays that the Court ad- 
judge and declare that the Renegotiation Act is constitu- 
tional and that the United States have such other and fur- 
ther relief as to the Court shall seem just and proper. 


JOHN F. SONNEDS 

Assistant Attorney General 
CHARLES H. CARE 

United States Attorney 
RONALD WALKER 

Assistant United States Attorney 
ROBERT E. WRIGHT 

Assistant United States 

Attorney [59] 


JB SIBUUE ICI 878." 


WAR DEPARTMENT 
OFFICE OF THE UNDER SECRE es 


Washington 


DETERMINATION OF EXCESSIVE FPRO@ae 
Pursuant to Section 403 of the Sixth Supplemental 
National Defense Appropriation Act, 1942, as amended, 
which term refers to said Act as last amended 14 July 
1943 and as affected by Title VII of the Revenue Act 
of 1943 so far as applicable. 


Whereas, Magnesium Products, Inc., (hereinafter re- 
ferred to as the Contractor) holds contracts and subcon- 
tracts subject to renegotiation pursuant to the provisions 
of Section 403 of the Sixth Supplemental National De- 
fense Appropriation Act, 1942, as amended (hereinafter 
rererred to as the Act); and 
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Whereas, renegotiation has taken place between the 
Under Secretary of War and the Contractor, pursuant 
to the provisions of the Act, for the purpose of eliminat- 
ing excessive profits realized by the Contractor during 
its fiscal year ended 30 November 1942, under said con- 
tracts and subcontracts; and 


Whereas, as a basis for said renegotiation the Under 
Secretary of War considered certain financial, operating 
and other data, submitted by the Contractor or obtained 
by the Under Secretary of War from governmental or 
other reliable sources, relating to the profits realized by 
the Contractor during said fiscal year under said con- 
tracts and subcontracts; and 


Whereas, the Contractor has been granted full oppor- 
tunity to submit such additional information and to pre- 
sent such contentions as the Contractor deemed material 
in determining the excessiveness of said profits and the 
renegotiability of such contracts and subcontracts, at hear- 
ings of which due notice was given, and due considera- 
tion has been given to the financial, operating and other 
data and information so furnished or obtained and each 
of the contentions so presented; 


Now, Therefore, pursuant to the authority and discre- 
tion vested in the Secretary of War, the Secretary of the 
Navy, the Secretary of the Treasury, the Chairman of the 
Maritinie Commission, the Administrator of the War 
Shipping Administration, and the respective Boards of 
Directors of the Defense Plant Corporation, Metals Re- 
serve Company, Defense Supplies Corporation and Rub- 
ber Reserve Company under the provisions of the Act. 
and duly delegated to the Under Secretary of War under 
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subsection (f) thereof, it is hereby found and [60] de- 


termined: 


That $250,000 of the profits realized by the Contractor 
during its fiscal year ended 30 November 1942, under its 
contracts and subcontracts subject to renegotiation pur- 


suant to the provisions of the Act, are excessive. 


That in connection with the payment or discharge by 
means of the amount of excessive profits determined here- 
by to have been realized by the Contractor, the Con- 
tractor shall be credited with any amount to which it may 
be entitled under Section 3806 of the Internal Revenue 
Code as computed by the Commissioner of Internal 
Revenue. 


That the Contractor is directed to repay such excessive 
profits less such tax credit, if any, to the Treasurer of 
the United States. 


That the excessive profits so found and determined shall 
be eliminated by any of the methods provided in the Act 
or any combination thereof; and the Commanding Gen- 
eral, Army Service Forces, and the Commanding General, 
Army Air Forces, are hereby authorized and directed to 
take any and all action which may be necessary or desir- 
able to effect such elimination. 


6 June 1944 


(S) ROBERT P. PATVERSG® 
Robert P. Pattersen 


Under Secretary tony a5 


SPRAR-8 
5-17-44 Copy 2455147 [61] 
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DePRAR 6 September 1944. 
North American Aviation, Inc., 
Inglewood, California 


Subject: Direction to Withhold from Magnesium 
Products, Inc., of Los Angeles, Cali- 
fornia, pursuant to the Renegotiation 
Act. 


Gentlemen: 


Pursuant to the authority vested in the Secretary of 
War under Section 403 of the Sixth Supplemental Na- 
tional Defense Appropriation Act, 1942, as amended, and 
duly delegated to me, | found and determined on 6 June 
1944 that certain of the prices and profits realized by 
Magnesium Products, Inc., during its fiscal year ended 
30 November 1942 under contracts and subcontracts sub- 
ject to renegotiation were excessive. 


In accordance with the authority and duty to eliminate 
said excessive profits (after allowing to said Magnesium 
Products, Inc. credit for Federal taxes and provided in 
Section 3806 of the Internal Revenue Code) I hereby 
direct you to withhold for the account of the United 
States any and all amounts (not in excess of $40,000 in 
the aggregate) otherwise due or which shall become due 
from you to said Magnesium Products, Inc. 


This direction shall be effective immediately and shall 
continue in effect until further notice from me. 


You are also directed to report in writing to the Chair- 
man of the War Department Price Adjustment Board, 
Room 3D 573, The Pentagon, any amounts which you 
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may from time to time withhold for the account of the 
United States pursuant hereto. 


Very truly yours, 


ROBERT P, PATTER CG 
Under Secretary of War 


FF :hhb Copy [62 | 


Pee 
72867 


ASF, PRICE ADJUSTMENT BOARD RENEGOGES 
TION DETERMINATION SPRAR ROOMBSDE 
THE PENTAGON, WASHINGTON 233 


NORTH AMERICAN AVIATION, ING 
INGLEWOOD 
CALIFORNIA 14 OCTOBER 1944 


MY LETTER 6 SEPTEMBER 1944 DIRECTING 
YOU TO WITHHOLD $40,000 FROM MAGNESIUM 
PRODUCTS, INC. FOR ACCOUNT THES 
STATES IS HEREBY AMENDED AS FORRGy 


YOU ARE TO CONTINUE TO WIthoiGiaD 
SUCH AMOUNTS AS WERE OTHERWISE DUE 
FROM YOU TO MAGNESIUM PRODUCTS, INC. 
AT THE CLOSE OF BUSINESS ON 14 OCTOBER 
1944 WHICH AMOUNTS I UNDERSTAND TOTAT. 
NOT LESS THAN $24,462.24. 


YOU ARE TO WITHHOLD NO ADDIMGiyae 
AMOUNTS UNTIL 30 OCTOBER 1944 ON WHICH 
DATE YOU ARE TO RESUME WITHHO@ERING 
IN ACCORDANCE WITH MY LETT ERS@iae 
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PePLRMBER 1944 UNTIL THE TOTAL OF 
AMOUNTS WITHHELD THROUGH 14 OCTOBER 
1944 AND AFTER 30 OCTOBER 1944 IS $33,500. 


ROBBER? PATTERSON 
UNDERVSECRETARY OF WAR 


OPEICIAL 

Gek HEISS 

COLONEL, ORDNANCE DEPARTMENT 
PmePCUTIVE ASSISTANT 

MR Stuart; im COry [63 | 


Pais “DD” 


19 OCTOBER 1944 
72868 


ote RICH ADJUSTMENT BOARD RENEGOTIA- 
mtON DETERMINATION SPRAR ROOM 3D 3573, 
iat PENTAGON, WASHINGTON 25, ). ©. 


WORTH AMERICAN AVIATION, INC, 
INGLEWOOD 
CMEIFORNIA 


REP RENCE YOUR TELEGRAM 17 OCTOBER 
FROM JOHNSON STOP MY TELEGRAM 14 OC- 
OBER RESPECT TO MAGNESIUM PRODUCTS, 
Ve] WITRMHOLDING Is HEREBY AMENDED TO 
Mebik TO TOTAL OF NOT LESS THAN 
$16,866.43 IN LIEU OF $24,462.24 STOP RESPECT 
Peery Phy KEPERENCE IS MADE TO LET- 
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TER DATED 13 OCrTOBER FROM MAGNESIUM 
PRODUCTS, INC. RUFUS BAILEY, SECRETARY, 
TO DEPARTMENT OF JUSTICE WHICH AGREES 
THAT DURING PERIOD BETWEEN 13 OCTOBER 
AND 30 OCTOBER SALES TO YOU WILL BE ON 
QUOTE CUSTOMARY CREDIT TERMS UN- 
QUOTE END 
ROBERT P. PATTERSON 

UNDER SECRETARY OF WAR 

OFFICIAL: 


G. K. HEISS 

COLONEL, ORDNANCE DEPARTMENT 

EE CUI Ee ools | ANT 

DRStuart; fm Cory [64] 


ete ia = a 


SPFEU 167/490428 Magnesium Products Inc. 
21 July 1945 


North American Aviation, Inc. 


Inglewood, California 


Gentlemen: 


Receipt is acknowledged of your letter dated 6 July 
1945, in which you state that you have withheld from 
Magnesium Products Company, 1119 South Santa Fe 
Avenue, Los Angeles 21, California, as of that date the 


sum of twenty thousand two hundred four dollars and 
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three cents ($20,204.03), pursuant to the withholding di- 


rective of the Under Secretary of War. 


Reference is made to withholding order dated 6 Sep- 
tember 1944, whereby you were directed by the Under 
Secretary of War, to withhold monies otherwise due 
Magnesium Products Company in an amount not to ex- 
ceed forty thousand dollars (40,000), as amended. Such 
withholding order is hereby further amended in that the 
maximum amount to be withheld from Magnesium Prod- 
ucts Company is decreased from forty-thousand dollars 
(40,000) in the aggregate to twenty thousand two hun- 
drew four dollars and three cents (20,204.03) in the 
aggregate. 

It is now requested that you continue withholding the 
twenty thousand two hundred four dollars and three 
cents (20,204.03), until further advice is received from 
this office as to disposition to be made of the amount 
withheld. 

This office appreciates your cooperation in the matter. 


Sincerely yours, 


ie HUE PIR 


Brigadier General, USA 
Acting, Fiscal Director 


COPY 
[Endorsed]: Filed Jan. 18, 1946. [65] 
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| Title of District Court and Cause] 


MOTION FOR SUMMARY JUDGMENT 


Comes now the intervenor, the United States of Amer- 
ica, and moves for sununary judgment on the ground 
that there is no genuine issue as to any material fact and 
the intervenor is entitled to judgment as a matter of 
law, and on the further ground that the complaint fails 
to state a claim upon which relief can be granted. The 
Court has no jurisdiction in this action of any issue as to 
which the Tax Court of the United States has jurisdic- 


tion under the provisions of the Renegotiation Act. 


This motion is based upon the answer of the United 
States, the |66] athdavits filed in support of this motion, 


and upon the pleadings, files, and records in this case. 


JOHN F. SONNEI 

Assistant Attorney General 
CHARLES H. CAs 

United States Attorney 
RONALD WALKER 

Assistant United States Attorney 


ROBERT E. WRIGHT 
Assistant United States Attorney 


| Endorsed]: Filed Jan. 28, 1946. [67] 
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[ Title of District Court and Cause | 


Pee etsOr HH. STRUVEHENSEL 


City of Washington, 


District of Columbia, ss: 


H. Struve Hensel, being first duly sworn, deposes and 


says: 


1. I have been Assistant Secretary of the Navy since 
January 30, 1945. The Secretary of the Navy has dele- 
gated to me, as Assistant Secretary, the general super- 
vision over all of the procurement activities of the 
Department of the Navy. I was appointed a Special 
Assistant to the Under Secretary of the Navy in Jan- 
uary 1941 and was appointed Chief of the Procure- 
ment Legal Division upon the formation of that Division 
in July 1941. When the name of the Procurement Legal 
Division was changed to the Ofhce of the General Coun- 
sel for the Department of the Navy in August 1944, I 
was appointed General Counsel which position I held until 
my appointment as Assistant Secretary. As Chief of the 
Procurement Legal Division and General Counsel, I had 
general supervision over all of the procurement legal mat- 
ters in the Department of the Navy and supervised the 


drafting of Navy contracts. 


2. The statements made in this affidavit are based upon 
information received by me in my official capacity and 


which I believe to be true and accurate. 


70 Magnesium Products, Inc., etc. vs. 


I. SCOPE AND COMPLEXITY OF Stes 
PROGCUREE ae 


3. The armed services in December 1941 were faced 
with procurement problems on a scale beyond anything 
which they had theretofore experienced. The problems 
of allocating materials and manpower were enormous. 
The Army and Navy urgently needed ships, planes, tanks 
and other munitions of every kind, regardless of cost. 
The logistics requirements had changed so much and so 
swiftly with the outbreak of war that the available data 
on the Government’s |69] previous procurement were of 
very little assistance in fixing prices which would closely 


reflect the ultimate costs. 


4. Prior to the emergency period, all Navy contracts 
were let as the result of competitive bidding. The first 
step away from this requirement was taken in the Act 
of April 25, 1939, when the Congress authorized con- 
struction of naval facilities on island bases on a cost-plus- 
a-fixed-fee basis. In the next fifteen months several fur- 
ther authorizations were enacted allowing the negotiation 


of cost-plus-a-fhxed-fee contracts for construction. 


5. The first major expansion in the Navy’s war-procure- 
ment planning was in June 1940. Upon the fall of France 
and the Low Countries, the Congress voted to make sub- 
stantial additions to the United States Fleet. By Decem- 
ber 1941, Navy procurement programs had been acceler- 
ated as demands from the Fleet became more imperative. 


After December 7, 1941, the procurement tempo sky- 
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rocketed. So many different items were needed in such 
large quantities, by both the War and Navy Departments, 
that the Navy Department felt compelled to give a com- 
mitment to almost any manufacturer who demonstrated 


ability to perform the work. 


6. In June and July, 1940, the authorized strength of 
the Navy was approximately doubled. The “11 percent 
Expansion Act” of June 14, 1940 and the “70 percent 
Expansion Act” of July 19, 1940 (the Two-Ocean Navy 
Act) were passed in recognition of the threats to this 
nation’s security implicit in the German victories. These 
authorizations of increased Navy strength were accompan- 
ied by grants of contract authority and the necessary ap- 
propriations. The Act of June 28, 1940 (Public No. 671, 
76th Congress) granted limited authority to negotiate 
contracts for vessels, propulsion machinery and equip- 
ment, and also [70] granted the necessary authority to 
construct facilities to build the vessels and munitions. Re- 
quests to the Congress for authority to negotiate contracts 
had emphasized that the Navy had need for utilizing the 
services of all shipbuilders, all manufacturers of naval 
ordinance and other munitions, rather than the services 
of only those making the lowest bids. In point of fact, 
the contracts let by the Bureau of Ships in late 1940 and 
the first half of 1941 to carry out the additions to the 
Fleet authorized by the Congress, in large part tied up 
the existing naval shipbuilding capacity of the nation. 
Although new shipbuilding facilities were being con- 


structed and completed throughout the last half of 1940 
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and 1941, it was not until early 1942 that the completion 
of vessels on the ways and the availability of the new ship- 
building facilities made possible the execution of another 


large group of shipbuilding contracts. 


7. The vastness of the procurement programs in 1941 
and the early part of 1942, as compared with earlier pro- 
grams, tended to subordinate all other considerations to 
the single factor of getting the munitions. The Navy 
did not during this period have any mechanisms for de- 
termining close contract prices or for controlling profits 
under its contracts. More important, neither the Navy 
personnel responsible for procurement nor the contractors 
had any experience to enable them to gauge profits ac- 
curately. Many contractors were making new items which 
had never before been manufactured in this country. 
Manpower problems began to be acute with the accelera- 
tion of inductions under the Selective Service Act. No 
one had any idea as to what effect manufacture of ord- 
nance and other items by the thousands instead of by 
single items or in small lots would have on profits. It 
proved generally impossible to make allowance in {71 | 
advance for increased efficiency gained from experience, 
and the greater profits, resulting from increased volume. 
In instance after instance the Navy found that costs and 
profits seemingly reasonable at the start of the contract 
became unreasonable after volume and experience had 
increased. The important contracts were so large that a 
small margin of error in computing prices could wipe out 


the contractor's capital. Conversely, allowances for con- 
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tingencies, intended only for protection, often turned into 
unexpected profits. Finally, Navy personnel during this 
period were more interested in getting the munitions than 


in limiting profits under the contracts for such munitions. 


ae Centract Statistics 


8. The scope of the problem of acquiring naval supplies 
and equipment at reasonable prices can be discovered by 


examination of some Navy statistics for this period. 


i. Commitments and expenditures 


9. For the calendar years 1940-1944, the Navy's com- 
mitments and expenditures of appropriated funds were 


as follows (in billions of dollars): 


Fiscal Fiscal, 1941 Fiscal, 1942 Fiscal, 1943 Fiscal, 1944 
1940 


7-1-39to 7-lto 1-lto 7-lto I-lto 7-lto 1-lto 7-1to 1-lto 
6-30-40 12-31-40 6-30-41 12-31-41 6-30-42 12-31-42 6-30-43 12-31-43 6-30-44 


mitments .... $1.1 8.5 4.2 6.0 17.2 13.8 13.0 12.2 120 
BETES oo. csaene 0.9 1.7 2.8 6.2 7.6 13.8 12.2 14.9 


The commitments represent roughly the amount of con- 
tract obligations (including letters of intent) executed; 
plus amounts for pay, subsistence and transportation of 
naval personnel (for the fiscal years 1941 to 1944, in- 
clusive, expenditures for these purposes, in billions of 
dollars, were 0.32, 0.65, 2.01 and 4.8, respectively). It 
will be noted that commuutments in the first [72] half of 
1942 almost tripled those of the latter half of 1941, and 
that expenditures in the first part of 1942 were more than 


double those of the earlier period. Furthermore, both 
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commitments and expenditures for the second half of 
1941 had gone up very considerably over those of the 
first half of 1941. 


ii. Number and size of contracts 
10. The following figures indicate the vast increase in 
procurement contracts during the months of the fiscal 
year 1942 beginning July 1, 1941 up through April 30, 
1942. The figures include all new work awarded, con- 
sisting of all new contracts, letters of intent and exten- 
sions of existing contracts. Letters of intent were the 
informal (but nonetheless binding) contracts awarded to 
a manufacturer in order to authorize him to get started 
on the work in advance of the time when detailed con- 
tract terms or prices could be worked out. They were 
often used when specifications were not completed, when 
it was necessary to finance the contractor immediately, or 
when the detailed terms—including often intricate pay- 
ment provisions and delivery schedules—might take a long 
time to negotiate. 
($1,000,000’s ) 
1941 1942 
July Aug. Sept. Oct. Nov. Dee. Jan. Feb. Mar. 


Total dollar amount 
Oi SULGAOIS  ceeacasneeee $662.8 342.1 565.6 414.1 487.1 1,026.3 1,372.9 2,927.5 2,202.9 
JESSVOMVGIGICES ee re or $450 400 700 600 700 ~=—:1,100 


Total number of 
awards over 


BO UOUO)” RE en. nec cancer 541 473 434 587 604 74915083) -1,085 1,34 


[73} 
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rs 


11. The above figures are further broken down by 


Bureaus as follows: 


($1,000,000’s ) 
1941 
July Aug. Sept. Oct. Nov. Dec. 

contracts (signed 
Secretary—primar- 
facilities, vessels) 
te $73.6 40.0 121.8 79.9 49 50.0 
er $50,000................. S23 40 26 7 Zs 
Ird Contracts 

(BuOrd) 
a sig 2o7 toe IO 61.5 27.2 
Br $50,000... .ce--esaee: 8 9 8 22" «36 26 
NXs_ Contracts 

(BuSandA) 

tM . —————— $306.3 247.2 372.8 228.7 281.8 724.0 747.7 
er $50,000...............-. 351 340 318 404 362 477 
Oy Contracts 

(BuY&D) 

La $264.4 25.9 55.4 100.3 110.4 101.4 
er $50,000..........0...2-+. 128 66 80 120 167 180 
Obs Contracts 

(BuShips) 

| cethenieo ea $0.9 5.5 119.5 
Be ee ieee ccskstte  ienaeee  sneaeese zg 15) 26 
Contracts (Bu- 

—only facilities) 

ANC rccontinc eee: rrr $21.6 2.9 
S00), (a e ccc cee li 4 
in Contracts 

farine Corps) 

 — ___ Soe SA 524 22 1.6 943 
eh SU,000.........-.0.0+00 22 27 8 13 6 18 


Jan. 


379 
Zi 


58.7 
2 


670 


143.4 
230 


361.7 
61 


5.4 
14 


18.2 
56 


1942 


Feb. Mar. 


10.1 
15 


6.3 
15 


35.9 
27 


99.4 
70 


2,344.4 1,254.5 


657 735 
145.1 184.2 
251 380 
315.8 628.4 
78 96 
71.3 21.0 
20 27 
8.7 Sell 
37 P| 


Apr. 


33:7 
38 


138.4 
87 


Pleiee 
1,070 


131.5 
326 


230.8 
116 


66.1 
26 


9.4 
25 
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Throughout this ten-months’ period, the Bureau of Sup- 
plics and Accounts executed all contracts for the articles 
specified by the Bureau of Aeronautics (except facilities ) 
and for a great many of the articles specified by the other 
Bureaus. In September and October 1941, the Secretary 
delegated his power to execute negotiated contracts to the 
Chiefs of the several Bureaus; this fact accounts 16ismme 
change in distribution of the contracts awarded following 
such months. [74] 


iii. Decline in use of competitive bids 


12. The following table shows the predominance of the 
negotiated contract as compared with contracts let after 
competitive bids during the period in question: 


($1,000,000’s ) 


1941 1942 
July Aug. Sept. Oct. Nov. Dec. Jan. Feb. Mar. 


Competitive bids .............. $96.9 784 889 87.5 101.1 121.8 112.1 737, 67.9 
Negotiated contracts in- 

cluding letters of in- 

tent and extensions 

of existing contracts) $505.1 250.0 457.1 311.4 362.0 869.2 1,222.6 2,803.2 2,112.6 


Under the old competitive bid contract, used prior to the 
emergency, there was almost no pricing problem—the 
contract was awarded to the lowest bidder. It is true that 
a modified system of competitive bids was used in the 
award of many negotiated contracts: the Department 
would request several manufacturers to submit, more or 
less informally, their estimated prices. The manufacturer 
submitting the low price would, other conditions being 
equal, receive the bulk of the Department’s order for the 
item to be procured. In many cases, the Department 
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would negotiate contracts with all of the manufacturers 
submitting prices; the high bidders would receive contracts 
for lesser quantities than the low bidders. Under this 
modified form of bidding, however, there was some ne- 
gotiation in the arrival at the final contract price, and 
pricing was much more of a problem than it had been 
under the earlier system of competitive bidding. 


iv. Dollar amount of letters of intent 


13. The progressive increase in the use of letters of 
intent indicates the pressure which was being put upon 
_ contracting officers. The following table demonstrates the 
increasing reliance upon letters of intent: [75] 
($1,000,000’s ) 


1941 1942 
July Aug. Sept. Oct. Nov. Dec. Jan. Feb. Mar. 


al contracts 
warded cose $662.8 342.1 565.6 414.1 487.1 1,026.3 1,372.9 2,927.5 2202.9 
ers of intent...... $124.9 20.6 80.1 33.0 23.1 249.6 628.8 2,408.6 1,416.5 


ious months’ let- 
: of intent su- 
seded by con- 
ts te! $48.2 576 261 53.7 223.7 


The use of letters of intent in the Bureau of Ships is 
particularly striking: 


Bureau of Ships—-Coutracts Awarded 


($1,000,000’s ) 
1941, 1942 
Dec. Jan. Feb. Mar. Apr. 
Total contracts awarded...............-.:--- $119.4 361.7 315.7 6284 230.8 
Wetters Of imteit -..............-cccccccecsececcecseeceess $119.4 361.7 313.5 628.4 225.8 


Previous months’ letters of intent su- 
Petseded by contracts............------c-csnea MAULS) ena 6.1 


Apr. 


1,953.8 
860.7 


Zo 
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14. In conclusion, the contract figures for the fiscal 
year 1942, from July, 1941 until the passage of the re- 
negotiation statute, show (1) a great increase in the 
amount of matériel contracted for, (2) virtual aban- 
donment of competitive bidding as a method of awarding 
contracts and (3) an increasing use of the letter of intent. 


b. General Factors Making Close Prices Difficult 


15. A number of factors complicated the procurement 
programs at this time. These factors were more or less 
inevitable with the outbreak of war and the huge spurt 
in procurement. 


1. Lack of experience 


16. The enormous increase in procurement tells its own 
story. The Navy Department had no experience enabling 
it to cope with the problem of fixing close [76] prices 
under the new procurement programs. Contractors were 
being asked to produce items in quantities never before 
contemplated. Thus, in late 1940 and early 1941, con- 
tracts for vessels were let in quantities exceeding those 
of the first World War, and in early 1942, these quan- 
tities were still again increased. A single contract for 
one ordinance item (5” gun mounts) which had there- 
tofore not been made outside Government gun factories, 
called for a quantity of such items in excess of the total 
number previously made in this country in the gun fac- 
tories. Many other examples could be cited. 


17. Contractors were called upon to manufacture new 
items which had never before been produced—such items 
as radar equipment, new plane and vessel designs, float- 
ing drydocks, and Bofors and Oerlikon guns. Specifica- 
tions for some items were not completed until the con- 
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tract was performed; the requirements for other items 
were changed constantly through the life of the contract. 


18. Many contracts were long-term contracts which 
extended for more than one year. The majority in dollar 
volume of combatant ship contracts were contracts for 
twelve months or more. Similarly, most of the contracts 
for construction of public works and facilities, and for 
air frames and engines were long-term contracts. The 
bulk in dollar amount of contracts let for these items in 
the fiscal year 1942, prior to passage of the renegotiation 
statute, ran until 1942 or 1943. Almost all aircraft and 
construction contracts were let on a cost-plus-a-fixed-fee 
basis. Of the contracts for vessels, a larger dollar amount 
were made on the fixed-price basis, but these fixed-price 
contracts were made subject to adjustment and escalation 
in respect of direct labor and material costs. [77] 


19. Contracts were awarded to many contractors, par- 
ticularly in the aircraft industry, in amounts tens and even 
hundreds of times greater than their capital investments. 


ii. Problems in building up procurement personnel and 
organization 


20. For the fiscal year 1940, obligations of Navy ap- 
propriated funds totalled approximately 1.1 billion dollars; 
for the fiscal year 1941, obligations were about 12.7 billion 
dollars, (note the table in paragraph 9 above). In fiscal 
1942 total obligations were 23.2 billion dollars, with obli- 
gations in the second half of such fiscal year (i.e., the first 
half of calendar 1942) amounting to 17.2 billion. The 
dollar volume of obligations incurred in the first six 
months of 1942 was comparable to the dollar volume of 
obligations incurred in the preceding two and one-half 
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years (2.8 billion dollars less). The great jump in con- 
tract obligations which took place in the second half of 
1940 was largely due to the great expansion in ship- 
building authorized in mid-1940, and, to a somewhat 
lesser extent, to the expansion in plane authorizations and 
construction of public works and facilities. 


21. Within two years, the procurement machinery of 
the Navy had to be stepped up to the point where it 
could turn out, in a six-months’ period, contracts for 
munitions for about thirty-one times the dollar amount 
of the obligations incurred in the first half of 1940 
(approximately $0.55 billion—50% of the $1.1 billion 
commitments recorded for the twelve months of fiscal 
1940—as compared with $17.2 billion in the first six 
months of 1942). The difficulties of turning out the 
contracts for the widely diversifed items procured by 
the Navy (from battleships to buttons, from planes to 
pork products) increased rather in a geometric progres- 
sion as the dollar amount of Navy needs [78] and the 
number of Navy contracts necessary to fulfill such needs 
multiplied. 


22. The Navy Department started its emergency pro- 
curement program in June, 1940, with personnel adequate 
to handle one billion dollars of procurement per year; it 
was impossible, within the year and one-half which fol- 
lowed, to build up the personnel who could handle pro- 
curement at the rate of 34 billion dollars per year (172 
billion dollars for the first half of 1942), and at the same 
time achieve close pricing on the munitions for which con- 
tracts were being written. Even if there were in the coun- 
try enough persons skilled in procurement problems and 
analysis of costs to undertake to fix close prices on 


—a 
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munitions, such persons would have had no background 
of experience in the prices of a large proportion (if not 
most in dollar volume) of the items procured by the Navy. 
Not only was the Navy Department purchasing many 
items which had never before been made by the con- 
tractors, but it was also purchasing items in such quan- 
tities in 1941 and early 1942 that previous price exper- 
ience was almost useless as a guide. 


23. It is most important to recognize that pricing was 
only one of the factors which had to be considered by the 
Navy Department in expanding its procurement. The 
enormous increase in the number of technical personnel—- 
engineers, architects, designers—required to handle the 
specifications for Naval matériel can be understood readily 
enough. Another factor too often overlooked is the 
mechanical problem of getting out completed contracts. 
The Bureaus, which prepared all of the contracts, had to 
set up entirely new contract organizations. The coordina- 
tion of procurement by the Bureaus became increasingly 
difficult—what had been relatively simple when procure- 
ment was at the rate of one billion dollars a [79] year be- 
came extremely complex when procurement jumped twelve- 
fold, and then twenty-three fold. Many different efforts 
at coordination were made; the agencies most responsible 
for unifying contract policies—the Procurement Legal 
Division of the Under Secretary’s Office and the Office 
of Procurement and Material of the Secretary’s Office— 
were not established until July, 1941 and January, 1942, 
respectively. Organizations to assist contractors—in ob- 
taining priorities, solving labor problems, building facil- 
all had to be established and man- 
ned, and it took time for such organizations to acquire 


ities, securing capital 
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the necessary know-how. Other organizations were re- 
quired to coordinate Navy procurement policies and pro- 
cedures with the policies and procedures of other Govern- 
ment agencies, to prevent the competition for contractors 
which helped to demoralize the early procurement of 
World War I. 


24. The Navy Department had made a fair beginning 
towards solving these many problems at the time war was 
declared. The declaration of war, however, at the same 
time rendered imperative the immediate functioning otf 
all of the agencies necessary to handle the procurement 
problems, and also made the problems much more acute. 
Through all of the process of organization for wartime 
procurement, the contracts had to be turned out, and in 
far vaster quantities than theretofore. One partial solu- 
tion, of course, was the issuance of letters of intent rather 
than the more formal contracts, which could be worked 
out thereafter. The figures which I have cited earlier in- 
dicate the extent to which this device was used in the 
period under consideration. The use of letters of intent, 
however, merely postponed the day when the more formal 
contract was to be written; and at several times the 
backlog of letters of intent became peri- [80] lously large. 
and the problem of pricing still remained when letters of 
intent were used. The Department did issue some letters 
of intent under which prices were fixed, but as a general 
rule, the letters of intent were silent as to prices, with the 
understanding that prices would be set later in the defin- 
itive contract. 


25. The Navy Department was struggling, throughout 
the year and one-half prior to passage of the renegotiation 
statute, to obtain personnel to get out the specifications, 
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to write the contracts, and to aid in the production, of the 
material required. Indeed, we have not today completely 
solved this problem—we still have need of experienced 
personnel who can take over the constantly changing pro- 
curement problems. 


iii. Uncertainties as to costs 


26. Added to the absolute lack of experience as to the 
cost of many items and the difficulties inherent in train- 
ing personnel to meet new problems of theretofore un- 
rivalled magnitude,- were the many uncertainties as to 
certain costs—in 1941 and 1942 the scarcity of materials 
and of manpower, and rising prices and wages, made 
particularly difficult the forecasting of costs. 


27. The problem of material shortages became acute 
in early 1942. The predecessor to the War Production 
Board had been established to administer the priorities 
authorized by the ‘Navy Speed-Up Act” of June 28, 1940. 
The Army and Navy Munitions Board had been working 
with the War Production Board and its predecessors for 
the one and three-quarter years prior to April, 1942, in 
enforcing a system of priorities in metals for Govern- 
ment contracts. In the first half of 1942 the armed serv- 
ices and the War Production Board were engaged in 
working out a system of control much stricter than that 
theretofore in [81] effect—the Production Requirements 
Plan, which was put into effect on July 1, 1942. The 
application of all of the priority ratings was an immensely 
complicated job, which was administered in the Navy 
Department by the Production Branch of the Office of 
Procurement and Material. In addition to the metals cov- 
ered by the priority schedules, there were several other 
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raw materials which were at this time extremely critical 
because of shipping losses and other factors. 


28. At this same time also, manpower shortages were 
beginning to be felt as the draft was stepped up enormous- 
ly, although the shortage in manpower became most 
critical some months later. 


29. The armed services had experienced some labor 
and wage troubles at the plants of contractors. The most 
acute cases were, of course, those of North American 
Aviation, Inc.. which was taken over by the War De- 
partment under Executive Order No. 8773 dated June 9, 
1941, and Federal Shipbuilding & Dry Dock Co., which 
was taken over by the Navy Department under Executive 
Order No. 8868, dated August 23, 1941. Wages were 
rising, from early 1941 onward. In mid-1941, the Navy 
took the initiative in having the nation’s shipbuilders 
enter into zone agreements with respect to labor. These 
agreements, while they helped to insure a supply of labor, 
had the undoubted effect of raising labor costs at most 
shipyards, including those not covered by the agreements, 
which tended to raise wages for all shipyard workers. 
There was also established a shipbuilding stabilization pro- 
gram reimbursement policy, to which the Navy Depart- 
ment, War Department and Maritime Commission ad- 
hered; the three agencies have from time to time issued 
administrative instructions governing reimbursement to 
shipbuilders of specific labor costs. Zone agreements. Zone 
agreements somewhat similar to those in the |82] ship- 
building industry were likewise established for the con- 
struction and building-trades industries. 


30. Wages continued to rise throughout late 194] and 
the first part of 1942, and the trend was not effectively 
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checked until after the President's “hold-the-line’”’ Execu- 
tive Order 9250 (promulgated upon passage of the 
Second Emergency Price Control Act of 1942 on October 
2, 1942) which empowered the President to establish wage 
ceilings. Overtime charges began to mount in late 1941. 
As the War and Navy Departments demanded speeded-up 
production and extra shifts, they promised fixed-price con- 
tractors, who had not contemplated substantial overtime 
wages at the time their contracts were let, that the con- 
tract prices would be adjusted in the light of the overtime 
payments. 


31. Scarcity of materials and growing scarcity of man- 
power made for higher costs to contractors. From the 
very inception of the national defense program, con- 
tractors were fearful of price rises which might wipe out 
not only their profits under long-term contracts, but also 
their entire companies. They were therefore insistent 
upon protection by the Government against such price 
rises. From the latter part of 1940 on, escalator clauses 
were demanded with increasing frequency under fixed- 
price contracts. In 1941 and early 1942. I should judge 
that the great majority in dollar amount of fixed-price 
contracts provided escalation in some form or another. 
Many contractors faced with the production uncertainties 
which I have outlined above, in addition to price increases, 
insisted upon cost-plus-a-fixed-fee contracts to protect 
themselves. 


32. Increases in production and in efficiency were sv 
swift that in many cases the increased costs which had 
been anticipated and were to be covered by escalation 
[83] were completely swallowed up in the greater than 
anticipated profits earned by contractors. It had been, 
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and still is, generally impossible to forecast accurately the 
effects upon costs, of increased volume or of the produc- 
tive efficiency of Navy contractors. In addition to this 
fact that contingent costs (against which escalation was 
provided) were offset by unanticipated profits, the fixed 
price under any contract containing an escalator clause 
invariably also contained allowances for many contingen- 
cies not covered by escalation. Escalator clauses did not 
provide complete protection against fluctuation in costs; 
there were at the time many uncertainties as to overhead 
costs against which the contractor claimed to have no 
protection except amounts for contingencies included in 
his contract price. In practice, price escalation worked 
only upwards, although the escalator clause generally did 
provide for revision downwards of prices based on direct 
labor and material costs, as well as for revision upwards 
thereof. The cost-plus-a-fixed-fee contract was virtually 
a riskless contract. As the production of so many con- 
tractors increased many times over, the return in profits 
under fees fixed upon the volume of their business amount- 
ed to vastly more on their capitalization than had profits 
prior to the emergency and war _ periods. 


33. Manufacturers demanded protection against the 
uncertainties facing them; the Navy Department, which 
had no means of forecasting costs, of necessity had to 
provide the protection in its contracts in order to obtain 
the munitions. In general, Navy contractors in 1941 and 
early 1942 were including in their fixed-price or estimated 
cost (under cost-plus-a-fixed-fee contracts) allowances for 
almost all contingencies which could conceivably happen. 
Almost never did more than a portion of such contingen- 
cies happen with respect to a single contractor. In addi- 
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tion, pro- [84] duction techniques improved so much 
more rapidly than expected with respect to a great many 
items that actual costs in quantity procurement were fai 
lower than those which might reasonably have been 
expected. 


iv. Navy contracting and pricing personnel 


34. As the statistics earlier cited make clear, most of 
the increased procurement from mid-1940 to April 1942 
(and to date) has been accomplished under negotiated 
contracts. A very substantial proportion of these contracts 
were cost-plus-a-fixed-fee contracts, including almost all 
construction contracts and plane contracts; all facilities 
contracts provided for reimbursement of costs to the con- 
tractor. With respect to the fixed-price negotiated con- 
tracts, it was necessary to negotiate prices with the con- 
tractors on the basis of estimated costs. The cost of per- 
formance was to the extent possible based upon past 
experience, but past costs were generally stepped up by 
the inclusion of allowances covering the many uncertain- 
ties facing the contractor. The contractor would not un- 
dertake the work without adequate protection—and the 
Navy Department had no valid argument, in the light of 
the uncertainties as to costs facing the contractor, for re- 
jecting allowances for the protection of the contractor. 
There was always the possibility, of course, that not all 
of the contingencies against which protection was being 
provided in the price would occur, but no one in the Navy 
Department or anywhere else was able to forecast what 
contingencies would occur and what ones would not. Tt 
is true that many of the fixed-price contracts provided 
escalation for certain costs, but the inclusion of escalation 
Was necessary in such cases to provide the further cushion 
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without which the contractor would not undertake to risk 
the hazards inherent in a fixed price. [85] 


35. Prices under contracts awarded after competitive 
bids were of little aid in determining prices for simular 
items under negotiated fixed-price contracts. Bidders for 
Navy contracts submitted bids on the basis of comparative 
prices and of what they anticipated would be the lowest 
price, rather than on any very close analysis of costs. In 
any event, the quantities specified in these earlier con- 
tracts and the conditions under which they were let did not 
afford any precedent for pricing in the later period. With 
the advent of the negotiated contract, more and more of 
the nation’s industrial capacity was converted to Govern- 
ment work. Competitive forces ceased to have any bearing 
upon prices—in practical effect, all contracts let were 
based upon crude estimates of costs, however faulty the 
early estimates might be, plus an additum for contingen- 
cies and profit. As the House Naval Affairs Conimittee 
discovered, prices under negotiated contracts were gen- 
erally lower than prices for comparable items under con- 
tracts let to the lowest bidder. 


36. At the beginning of the emergency period (June, 
1940), the outlook of the Bureaus relative to prices was 
slanted almost entirely towards purchasing on the com- 
petitive bid basis. The Bureau of Supplies and Accounts 
continued to award some contracts during this period of 
early 1942 on the basis of competitive bids. Several of the 
Bureaus had personnel who dealt with comparative prices, 
based on past experience; such personnel sought to work 
out prices with contractors. The Bureau of Supplies and 
Accounts, which had been purchasing standard itenis in 
quantity for years, did have some comparative data on 
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prices, based on the competitive bid awards. But, as pro- 
curement vaulted to quantities many more times the 
quantities purchased before the war, this data became in- 
creasingly obsolete. [86] It was true that the Stock, 
Schedule and Statistical Sections of the Bureau kept 
records of past purchases and that such records would be 
of value in ascertaining the propriety of a negotiated 
fixed-price. The other Bureaus had only a handful of 
personnel engaged in drafting of contracts and pricing 
thereunder, and began in the latter part of 1940 to build 
up their contract divisions. 


37. The new contracting personnel necessary to handle 
the increased volume of procurement, gradually gained 
experience with pricing; their training took time. At the 
start of the emergency procurement, there was on hand 
inadequate data as to contractors’ costs, and consideration 
of prices offered by contractors was based largely on 
comparison with prices paid by the Navy for similar 
munitions in the past, usually under very different condi- 
tions. Past experience naturally offered little guide in the 
determination of prices to be paid for articles which had 
never been built before, as we discovered in the cases of 
destroyer-escorts and anti-aircraft guns, for example. 


38. As of April 28, 1942 the Navy Department did 
not have any working organization whose primary re- 
sponsibilities were analysis of prices and advice in the 
negotiation of accurate prices which when compared with 
costs would not allow undue profits. The Cost Analysis 
Section and the Price Adjustment Board had just been 
established in the Office of Procurement and Material 
(itself organized on January 30, 1942) attached to the 
Secretary's Office, and had had little opportunity to ac- 
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complish anything in the way of recommending price 
reductions. There was no agency—and would not be until 
July or August, 1942, when the Price Negotiation Branch 
of Supplies and Accounts was set up—which was in ne- 
gotiating a [87] procurement deal solely responsible for 
checking into the contractor’s probable costs and for seek- 
ing to determine whether the prices subnutted should be 
reduced. A lot of thought had gone into the matter of 
high prices and excessive profits, and we were slowly 
moving toward corrective measures which proved to be 
effective. It is true that before the war, almost half in 
dollar amount of negotiated contracts were let on a cost- 
plus-a-fixed-fee basis, or on a cost basis in the case of 
facilities, and a substantial portion of contracts were still 
being made to the lowest bidder after solicitation of com- 
petitive bids. Past experience was of little assistance in 
the latter case. Most of the large profits earned by Navy 
contractors were due to increased volume or ability of 
the contractor, making a new article with which he was 
unfamiliar, to reduce his costs promptly, and to allowances 
for contingencies which did not arise. The Navy Depart- 
ment did not have the pricing experience at this time to 
deal adequately with these factors. Again I want to point 
out quite frankly that the Department was primarily in- 
terested in getting the munitions as promptly as possible. 
In the haste to acquire the matériel of war, it had also to 
expand and develop its procurement organization. The 
Navy Department had at the time neither the knowledge 
nor the experienced personnel necessary to achieve close 
pricing—and indeed, during wartime, it may be doubted 
whether anything but limited success in negotiating prices 
to reflect costs be achieved. 
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c. Specific Contract Prices During This Period (July, 
1941-April, 1942) 


39. Naturally, as contractors gained experience, and as 
the Navy became better able to analyze costs, it has [88] 
been possible to negotiate lower prices on a great many 
items. I have listed some of the factors which made for 
high prices and high profits. I submit some actual ex- 
amples of prices uder contracts let during this period and 
subsequent reductions of these prices. 


i. Bureau of Ships 


40. The Bureau of Ships was responsible in 1941 and 
1942 for the expenditure of a larger dollar volume of 
appropriations than was any other Bureau (although the 
Bureau of Supplies and Accounts in the months prior to 
passage of the renegotiation statute was writing a larger 
dollar volume of contracts. because of the large number 
of contracts such Bureau wrote upon requisition from the 
other Bureaus). The value of ships completed and con- 
verted under Navy contracts rose from about $142,146,- 
000 in the second half of 1940, to $720,494,000 in the 
first half of 1942, to $3,590,509,000 in the first half of 
1944. For the fiscal year 1941 (July 1, 1940-June 30, 
1941), expenditures by the Bureau of Ships totaled $912,- 
000,000, as compared with $3,074,000,000 for the next 
fiscal year, and $9,384,000,000 for the fiscal year 1944 
(June, 1944, estimated). 


41. The contracts necessary to fulfill the 11% and 70% 
expansions of the Navy (authorized by the Congress in 
June and July, 1940) were largely awarded by the end 
of the first quarter of 1941. In general, these contracts. 
which each specified the delivery of a number of combatant 
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ships, were not completed until the latter part of 1942 and 
1943. On the average, the following lengths of time are 
required to complete the several combatant ships: 


Bathe SUIS veces ccs cteeer teen eee ere 32 to 35 months. 
Aircraft carriers.......... (gle ene 17 to 21 months. (The escort carriers 
require about 11 months. 
[89] 

Crititens oe eee . 22 to 25 months. 

Destroyersmees Us... ee ee 7 to 13 months. 

Destroyer SW SCOnts sc oer. cceccee cece oes 7 months. 

Stibimaleines =e 3. eee ree 11 months. 


42. I have had compiled data on some 13 contracts 
executed between July 1940 and February, 1941, covering 
combatant ships. These contracts, all of which were made 
on a fixed-price basis, subject to adjustment according to 
changes in direct labor and material costs, provided a total 
of $750,097,400 (before adjustment) of contract prices. 
None of these contracts was completed until late 1942 or 
1943. They were completed at a total cost to the contrac- 
tors of $514,720,566. The total profit under the contracts, 
disregarding adjustments and disregarding renegotiation 
and voluntary refunds, would therefore have amounted to 
$235,376,834, or 45.7% of the cost of performance. The 
cost of performance included increases in labor and 
material prices during the lives of the contracts, whereas 
the contract prices as above stated have not been adjusted 
upward in accordance with escalator adjustments to which 
the contractors would have been entitled under their con- 
tracts. Since the basic month for escalator purposes was 
between July, 1940 and February, 1941, and the expendi- 
{ures were incurred from one to two years later, shar) 
upward adjustments would have been required if escala- 
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tion had been computed—it is estimated that such adjust- 
ments would have amounted to 10 to 15% of the cost in 
the case of destroyers, and 15 to 20% of the cost in the 
case Of the larger vessels. As examples of the discrep- 
ancies between original unit contract prices and unit costs 
to the contractor under these contracts, I cite the follow- 


ing: [90] 


Difference 
Original Average as 
Number Unit Unit Percentage 
of Ships Price Cost of Costs 


Destroyer Program 


MMCOMUEACE  ococecivenccccearccoecees--s 6 $7,159,700 $5,445,225 Shs 
POMMCOMETACE ooicsoveeccccocsecse-nasores 6 6,813,200 4,560,074 49.5 
Seal COaREICE eee 8 5,379,000 4,705,896 14.3 
GRMMMCOMUGACE o.cecceseceeaveccnececceoee 5 7,360,000 4,900,245 50.2 
Sid COSTE. ey ee 17 6,813,000 4,425,605 53.9 
GEMMNCOMEPACE oo ooccc-ccccceneosesacecaees 6 5,977,000 4,241,268 40.9 
7th contract ececsccscceeceecsece 4 5,579,000 4,620,142 208 
Carrier Program 
STAG OMURACL Mrs 2 43,662,000 26,625,000 64.0 
ETC ONtTAa Cleese 1 42,725,000 26,500,000 70.6 
BMMEGONETACE occ. ccscsecsesevecnevucwenes 3 46,125,000 26,600,000 73.4 


Cruiser Program 
z 19,272,500 14,725,000 30.9 


Submarine Program 
lot Gertie ts ae 13 2,795,000 2,246,761 24.4 
PRG OMETACE on csccccsscccscsvsvencoons 25 2,765,000 2,246,761 2301 


At the time of the award of the above contracts, there 
was an informal understanding between the Bureau of 
Ships and the contractors that if actual costs proved to 
be out of line with the prices fixed, some adjustments 
would be made. In practice, since none of these contracts 
was conipleted until after the passage of the renegotiation 
statute, all were renegotiated under the statute. 
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43. Both the destroyer-escort program and the landing- 
craft program were launched in force in e¢apiy eae 
though the great majority of contracts for these vessels 
were not executed until after passage of the renegotiation 
statute. In neither case had the contractors or the Navy 
Department had any experience [91] with building these 
new types of vessels, and original costs were naturally 
high, because specifications were constantly changing on 
the early vessels. No contracts for destroyer-escorts were 
made prior to passage of the renegotiation statute. Work 
had been begun, however, on several of the vessels, and 
general agreement on an estimated cost of $3,300,000 per 
vessel was reached in the first part of 1942. All of the 
contracts for these ships except one was made on a cost- 
plus-a-fixed-fee basis, and the resulting actual costs of the 
ships indicate the difficulty of arriving at a fair estimate 
for an item which has never been made before. Actual 
costs under eight contracts varied from $1,440,198 per 
vessel to $2,667,583 per vessel (the next highest being 
$2,348,578). The total fees fixed on the eight contracts 
amounted to 11.87% of the actual cost. Under the single 
fixed-price contract, which provided a unit price of $3,- 
500,000, actual unit costs amounted to $1,809,644, or a 
profit without renegotiation of 93.4%. As I have earlier 
indicated, the contractor who took work on a fixed-price 
basis was entitled to cushions for the many contingencies 
which might arise and wipe out his profits. There was a 
definite agreement with respect to the destroyer-escort 
contracts that as costs were more accurately determined, 
prices and estimated costs would be adjusted accordingly. 
The Navy Department was in no position to insist upon 
the elimination of cushions from the price of a ship which 
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had never before been built, with all of the uncertainties 
as to costs facing the contractor. 


44. With respect to propulsion machinery, I shall re- 
peat an example which was submitted by Secretary Knox 
to the Congress in April, 1942.* Secretary Knox 
said: [92] 

For example, one of our suppliers with whom we 
had a contract for 200 destroyer turbines produced 
the first turbine on our designs at a cost of $2,559,- 
000, which was very substantially above what that 
company’s engineers had estimated the cost would be. 
After the production of 15 turbines, through econ- 
mies of operation and increased efficiency, this cost 
was reduced to $607,000 per turbine. It is now esti- 
mated by the company that it will not be until after 
completion of the seventy-second turbine that the 
cost will drop to the figure estimated in quoting to 
the Navy the contract price of $300,000 per turbine. 
This latter cost the company believes will be stable. 


ii. Bureau of Ordnance 


45. During this period in question, a very large amount 
of ordnance items were procured under contracts made 
by the Bureau of Supplies and Accounts. Expenditures 
by the Bureau of Ordnance increased from $377,000,000 
for the fiscal year 1941, to $1,915,000,000 for the next 
fiscal year and $3,634,000,000 for the fiscal year 1944, 


46. Typical of the increases in volume of ordnance 
procurement is the jump in production under Navy con- 


‘Hearings before the House Naval Affairs Committee on H. R. 
6790, 77th Cong., 2d Sess., April 16, 1942, page 2922. 
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tracts of one antiaircraft gun from approximately 1,000 
in the last half of 1941 to about 10,500 in the first half 
of 1942: another gun jumped from 300 to 1,000 over the 
same two periods (top production of this item was reached 
in the second half of 1943 with 3,800 production). Pro- 
duction of Navy ammunition multiplied many times over 
in 1942. 

47, The progressive reductions in prices of two types of 
antiaircraft guns which had not prior to the present 
emergency been manufactured in this country is most 
striking. These guns have been manufactured [93] for 
the most part by former automobile manufacturers, who 
had previously had no prior experience in their produc- 
tion. The Oerlikon gun (20 mm.) with one type of mount 
was manufactured under one contract made September 
9, 1941 for a price of $7,531.42 per gun; under a contract 
dated January 20, 1943 with another manufacturer, its 
price had been reduced to $4,519.97, with a still different 
type of mount, a contract for the Oerlikon guns dated 
September 22, 1942 specified a unit price of $6,330; the 
later contract with the same manufacturer dated May 5, 
1944 had brought the price down to $3,666. This sanie 
type of gun was made without mounts under a contract 
dated June &, 1942, fixing a unit price of $4,958.50; the 
present contract with the same manufacturer dated May 
5, 1944 specifies unit prices ranging from $2,133 down 
to $1,708 as production increases. 


48. The Bofors gun (40 mm.) prices show equally 
astonishing decreases. The original contract dated Janu- 
ary 7, 1942 specifed a unit price of $4,288 (without 
mounts); the later contract with this manufacturer dated 
November 11, 1943 brought the price down to $2,510. 
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49. Prices of 20 mm. and 40 mm. projectiles have 
come down to about 50% of the original prices. These 
items are items as to which the changes in specifications 
have not presented the problem present with respect to 
many naval munitions. Quantities produced under Navy 
contracts have multiplied many times over during the 
past three years, and the price reductions may be at- 
tributed in large part to increases in volume. Production 
of the 20 mm. shells was begun in June, 1941 under eight 
contracts specifying unit prices which varied between 
21.5¢ and 25.23¢ per shell; the most recent contracts in 
January and May of 1944 specify prices from 11.2¢ to 
14.46¢ per shell. Simi- [94] larly. production of 40 mm. 
pro-jectiles began in June and July, 1941 under eight con- 
tracts with prices ranging from 64¢ to 84¢ per unit; the 
latest contracts, executed in August and November, 1943 
and September, 1944, provide payment of between 43¢ 
and 50¢ per shell. 


50. Prices of other ordnance items have indicated how 
difficult it is to arrive at a price under the original con- 
tracts. One model of gunsight has dropped from $2,638.29 
to $1,571.19. A case for depth charges which originally 
cost the Government $15.07 was later reduced to $10.31. 
Three-inch gun-barrel forgings were priced at $1,580 
under the original contract of May 5, 1941; under the 
contract dated November 21, 1942, the price had gone 
down to $1,000. 


iii. Bureau of Supplies and Accounts 


51. This Bureau purchases all of the standard sup- 
plies, hardware, clothing, subsistence items, and the like. 
The Bureau both prepares the specifications and writes 
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the contracts for most standard supply items—hand tools, 
repair materials, furniture, stock items and the like. In 
1941 and 1942 the Bureau of Supplies and Accounts also 
wrote a great many contracts for the other Bureaus, which 
drew up the specifications for the items to be procured, 
negotiated the price, and then sent a “requisition” cover- 
ing the procurement to the Bureau of Supplies and Ac- 
counts to be written up in contract form. 


52. Total expenditures of the Bureau (for items as to 
which it both prepared the specifications and wrote the 
contracts) increased from $563,00U,000 in fiscal 1941 to 
$1,409,000,000 in fiscal 1942 and to $6,127,000,000 in 
fiscal 1944. These figures include expenditure of very 
substantial amounts for pay, subsistence and transporta- 
tion of naval personnel. A very large [95] proportion 
in dollar amount of the Bureau’s total procurement con- 
sists of petroleum products. 


53. The prices under Navy contracts of most of the 
subsistence items and clothing items are so closely related 
to material costs that volume procurement does not have 
any appreciable effect upon the prices. I do not therefore 
present any examples of purchases of either subsistence 
or clothing items. 


54. I shall cite several examples of reductions in the 
prices of some standard stock items largely as a result 
of purchasing in large quantities. Thus, twist drills are 
purchased under contracts for hundreds of thousands of 
dollars; the unit prices for these drills in different sizes 
and specifications vary from 8 or 10¢ to several dollars. 
Prices under a 1944 contract with one manufacturer for 
assorted lots of drills were 22'4% less than prices under 
a 1942 contract with the same manufacturer. Another 
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item of hand tools—hand taps—are purchased in a very 
wide variety of sizes and prices. Prices under a 1944 
contract for hand taps show a decrease of 20% under 
the prices specified in a 1942 contract with the same 
manufacturer. 


55. Comparison of prices for sisal rope of a certain 
specification under two contracts with the same manu- 
facturer shows the following unit prices: 


Price per pound 
1942 con- 1944 con- 


Size of rope tract tract 
6 ccosuscasncete $0.195 $0.1835 
cs sonenenetnanon one .19 1763 
Fs ooo cnc c san cnvosceeecins -desvenestenaseeed 1825 .1619 
es eo cay oink cestnsnetatcnensncnsncnsnmaoiane eL75 1547 
i eee eo ca cee oobi sdaviéckeusscsotesesescesnensnensncernt AAS 1547 


The differences per pound are in cents and fractions of 
cents; but as the contracts involve several [96] hundreds 
of thousands of pounds of rope, these differences become 
quite large in total. 


56. The difference is even more substantial in the case 
of steel cable. One of the early contracts, made in 1941, 
specified a price for certain 4” steel tow cable of $0.051 
per foot; the contract for the same type of cable with the 
same manufacturer in 1944 provided a price of $0.037 per 
foot—a decrease of $0.014 per foot, or 28%. The later 
contract required delivery of 30,000,000 feet of cable, so 
that the total decrease from the original price amounted 
to $580,000. 


57. Paint brushes under two contracts about 10 months 
apart (both executed in 1944) with the same manu- 
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facturer decreased from $2.95 to $2.61 for one size, from 
$2.67 to $2.34 for another; again, the difference is sub- 
stantial under a contract for 105,578 brushes. 


58. Perhaps a comparison of prices of nuts and bolts 
under a 1943 contract and a 1944 contract will bring 
home as cogently as any other comparison the difficulty of 
close pricing on small standard items. Under the earlier 
contract, the price for one %” by 5” bolt and nut was 
$2.86 per hundred, while the price under the later con- 
tract was $2.12 per hundred; the prices for a 34” by 6” 
bolt and nut were $7.51 per hundred as compared with 
$5.30 per hundred. Even more striking is the difference 
between the prices for a 1” by 5” bolt and nut—$14.90 
per hundred under the first contract, and $10.10 under 
the second. 


iv. Bureau of Aeronautics 


59, All contracts for aircraft and aircraft components 
during 1941 and 1942 were drafted and executed by the 
Bureau of Supplies and Accounts, although prices and 
terms under these contracts were negotiated by the Bur- 
eau of Aeronautics. Expenditure of appro- [97] priations 
for which the Bureau of Aeronautics was responsible in- 
creased from $194,000,000 in fiscal 1941 to $1,052,000,000 
in the next fiscal year, and $4,696,000,000 in fiscal 1944. 
Total aircraft accepted (reflecting earlier contracts made) 
increased 122% from the first half of 1941 to the second 
half of 1941: acceptances in the first half of 1942 were 
210% of acceptances in the preceding six months; and the 
second half of 1942 saw acceptances more than 200% uf 
those for the first half of that vear. 
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60. The contracts for airframes during this period 
were, with one exception, all cost-plus-a-fixed-fee con- 
tracts. They were invariably long-term contracts, in gen- 
eral extending over 18 months or more. The airframe 
manufacturers required cost-plus-a-fixed-fee contracts at 
this time, for their margin of capital in relation to total 
business was so small that they could not afford to incur 
any risks. For example, the Grumman Company had a 
capital of $5,000,000, yet its contracts with the Navy ap- 
proximated half a billion dollars. 


61. In the contracts for both airframes and engines, 
innumerable changes in specifications are made during 
the life of the contract. 


62. One cost-plus-a-fixed-fee contract for torpedo bomb- 
er frames was let on March 23, 1942, at an estimated 
unit cost (plus fee) per plane of $101,863. This same con- 
tract was later converted into a fixed-price contract pro- 
viding for incentive payments as reductions were made be- 
low specified costs, and as of September 30, 1944, the unit 
redetermined price was $58,050. A cost-plus-a-fixed-fee 
contract for scout bomber frames was made on February 
2, 1942, at an estimated unit cost (plus fee) of $34,019 
per plane; the present contract for the same frames is on 
the basis of $30,160 estimated unit cost. Finally, a 
con- [98] tract made May 23, 1942, on a cost-plus-a-fixed- 
fee basis provides an estiniated unit cost of $63,985 for 
fighter frames: the most recent contract for these frames 
(fixed-price adjusted contract) calls for a unit price of 


39,000. 


63. Similar decreases are evident in the procurement of 
engines and propellers. Prices under 1941 and 1942 con- 
tracts for three different types of engines and two types 
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of propellers, and prices under more recent contracts for 
the same articles may be compared as follows: 


Old Contract Latest Contract 
Date No. Unit Price Date No. Unit Price 


Ist Type Engine:........... 9/10/41 204 $14,500 12/29/43 439 $11,200 
2nd Type Engine............ 7/29/41 2,293 13,151 12/29/43 400 11,051 
3rd Type Engine............ 7/14/41 80 6,522 12/29/43 1,400 5,848 


Ist Type Propeller........ 4/ 4/42 259 1,081 12/23/43 583 878 
2nd Type Propeller........ 3/30/42 248 2,266 12/29/43 3,375 1,880 


64. The procurement of aircraft components likewise 
shows striking reductions in contract prices as the items 
are produced in greater quantities and as mechanical prob- 
lems are surmounted. The following table shows the 
reductions in prices which have been effected for some 


items : 
Old Contract Latest Contract 
Date Unit Price Date Unit Price 

Motor Alternator. ................ 4/27/42 $280.00 5/15/44 $173.00 
Starter—Ist type ..........00 3/ 1/42 370.00 3/ 4/43 333.00 
Starter—2nd type 22......4.... 2/ 2/42 355.00 12/ 2/43 290.00 
Generator 522 9/11/41 343.00 7/11/44 229.00 
Navigational Watch  ............ 5/28/41 30.25 3/23/44 28.45 
Oil Pressure Gauge.............. 10/16/41 2.35 11/10/43 1.95 
GOR ASSO cesccesoeecescere ot caste cs 8/22/40 43.50 4/13/44 soe 


v. Bureau of Yards and Docks 


65. The expenditures of the Bureau of Yards and 
Docks increased from $412,000,000 in the fiscal year [99] 
1941 to $1,076,000,000 in the fiscal year 1942, and $2,- 
265,000,000 in fiscal 1943. The Bureau’s work reached 
its peak in the second half of 1942, when some $1.768,- 
625,000 of work was reported completed on projects under 
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the supervision of the Bureau of Yards and Docks. The 
great bulk of this work was done under contracts which 
had been made prior to passage of the renegotiation stat- 
ute—indeed, many of them were made in 1939, 1940 and 
1941, when some of the large contracts for base projects 
and advance bases had been let. The Bureau of Yards and 
Docks supervises construction of industrial facilities under 
the facilities contracts made by the other Bureaus. 


66. The peak in the making of construction contracts 
and the peak of construction thereunder was reached in 
1942. Commitments for all types of facilities (industrial 
and non-industrial) for the first half of 1942 totaled $2,- 
742,100,000, for the second half of 1942, $1,420,400,000; 
expenditures for work completed in these two six-months’ 
periods were $1,275.000,000 and $2,190,000,000, respec- 
tively. The bulk of facilities contracts executed in the last 
six months of 1941 and the first four months of 1942 
extended beyond the date of passage of the renegotiation 
statute on April 28, 1942. 


67. It has been estimated that roughly 80% in dollar 
volume of construction contracts and extensions thereof 
made by the Bureau of Yards and Docks in fiscal 1942 
required over 8 months to perform. Most of the very 
large construction contracts for construction of new bases 
extend over more than 12 months. It is of course impos- 
sible to compare costs or prices of different construction 
jobs, although prices of construction materials may be 
compared. 


68. As to itenis procured by the Bureau of Yards and 
Docks, I shall cite as examples two items—pon- { 100 | 
toons and floating dry docks. The pontoon program was 
started near the end of 1941 with an order for a few 
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thousand pontoons; the number contracted for multiplied 
over six times in 1942, and increased in 1943 far beyond 
what anyone had anticipated. The Bureau procures two 
major types of pontoons, one of which is procured in 
numbers about 9 times as large as the other type. Prices 
have come down as follows: 


2nd type 
(procured in 
the larger 
lst type quantities ) 


1941 (includes development COStS) ............c.ccccccsececeeeeeees $400 $660 
VO4 2 isc: caanisnsccs Re AAs re nee ee es ee 335 370 
Latent O4? 2.2 xicccuaistade cscs tte ccs 250 
OA Ae ren csacusves suedecsttasala cade Sees monn eet eae eee ee 270 200 


Construction of floating dry docks began in 1941. These 
were an entirely new item, and extensive changes in speci- 
fications and designs were made during the life of the 
early contracts. All of these contracts extended beyond 
April 28, 1942. 


Il. ACTION BY THE NAVY DEPARITViEaw 
WITH RESPECT TO EXCESSIVE PR@E ii 


69. The Navy Department in 1941 and the early part 
of 1942 had only begun to build up machinery for the 
purpose of ascertaining and recapturing excessive profits 
under its contracts. | have pointed out the enormous in- 
crease 1n the number of contracts and in the volume of 
Navy procurement during this period, and the inipossibil- 
ity of acquiring experienced personnel forthwith, to ne- 
gotiate the best possible prices for the Government. Dur- 
ing the period in question [101] (the latter part of 1941 
and the first four months of 1942), the Navy Department 
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discovered that some of its contractors were earning very 
large profits. We endeavored to correct the situations 
which came to our attention. It proved impossible then to 
achieve close initial pricing under most Navy contracts. 
After our experience of the last several years I am con- 
vinced that it will always be impossible in wartime to 
arrive at close prices for munitions, when the Govern- 
ment is uncertain as to the types of quantities of muni- 
tions which are needed (and the exigencies of war are 
such that we are almost never certain as to types and 
quantities ). 


a. 1941 Investigations 


70. In the first half of 1941, both the House Naval 
Affairs Investigating Conimittee and the Truman Com- 
mittee sent out questionnaires relative to profits to manu- 
facturers and shipbuilders holding Navy contracts. The 
Truman Conimittee in June 1941, conducted hearings upon 
costs and profits under ship contracts and contracts for 
ship repair and alteration. These investigations brought 
out the fact that very large profits were being enjoyed 
by some contractors; the Truman Committee was par- 
ticularly concerned with profits under ship repair and 
alteration contracts. Before these Committees had pub- 
lished any reports, however, the Navy Department made 
efforts to correct some of the contract prices, particularly 
under the ship-repair contracts. The first step was to make 
sure that the Bureau of Internal Revenue would treat a 
voluntary refund by a contractor as a reduction in his 
contract price and in his taxable income; in response to 
inquiries by the Navy Department, the Treasury Depart- 
ment in September 1941 indicated that for tax purposes 
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it would so regard such a refund, provided the original 
contract was modified in writing to indicate [102] the 
reduced price. Thereafter the Treasury further indicated 
that a refund made after completion of performance of 
the contract would likewise be regarded for tax purposes 
as a reduction of gross income. 


71. Mr. Forrestal (then Under Secretary) and Rear 
Admiral Samuel M. Robinson (then Chief of the Bureau 
of Ships) in September of 1941 requested the Compen- 
sation Board to investigate the cost records of contractors 
who were to complete ships under Navy contracts in 1941 
and the first six months of 1942, and to determine what 
the prabable profits in the construction of those ships 
would be. The Compensation Board was an administrative 
agency which had been set up by the Secretary of the 
Navy in the first World War to review costs under cost- 
plus contracts, and to advise the Secretary generally on 
amounts claimed by contractors under Navy contracts. 
Its functions in reviewing costs under contracts had been 
taken over largely in late 1941 by the Cost Inspection 
Service of the Bureau of Supphes and Accounts (the Cost 
Inspection Service was given complete responsibility to 
inspect costs under cost-plus-a-fixed-fee contracts, except 
those made by the Bureau of Yards and Docks, by a di- 
rective of the Secretary dated February 9, 1942). The 
Compensation Board planned to have its accounting 
branch, the Cost Inspection Board, go over the cost rec- 
ords of contractors under outstanding vessel contracts and 
attempt to estimate what the profits would be under such 
contracts. It was anticipated that in cases where the profits 
appeared to be excessive, the Bureau of Ships, acting in 
conjunction with the Compensation Board, would en- 
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deavor to persuade the contractors voluntarily to reduce 
prices. The Bureau of Ships had estimated that by limit- 
ing the investigation to contracts for vessels to be 
de- [103] livered prior to July 1, 1942, performance would 
be close enough to completion so that a fairly accurate es- 
timate of anticipated profits could be made. Both the 
Compensation Board and contracting representatives of 
the Bureau of Ships felt that it would be wise to persuade 
contractors in advance to modify their contracts to allow 
readjustment in prices to eliminate excessive profits, if 
possible—a forerunner of the renegotiation clause. 


72. The Compensation Board was unable to carry this 
project to completion. It did begin investigation of costs 
under the ship contracts, but the outbreak of war and the 
transfer of the bulk of its cost inspection activities to the 
Bureau of Supplies and Accounts cut short the study of 
excessive profits of naval shipbuilders. The Bureau of 
Ships, aided by the Cost Inspection Division of the Bur- 
eau of Supplies and Accounts, late in 1941 began to carry 
forward certain of the work projected by the Compensa- 
tion Board, in that it commenced negotiations with a 
number of shipyards under the ship repair and alteration 
contracts for revision of the contract billing rates. 


73. At this same time, the House Naval Affairs Com- 
mittee, acting as a Special Committee to investigate the 
national defense program, pursuant to House Resolution 
162, approved April 2, 1941, was undertaking its study 
of excessive profits under Navy contracts. The Naval 
Affairs Committee had in April, May and June, 1941, 
obtained a list of all contractors with the Navy Depart- 
ment, and it sent out to these contractors a general ques- 
tionnaire, which required the submission of extensive and 
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explicit information on costs of performance of Navy 
contracts and profits thereunder. As responses were re- 
ceived from the contractors, supplemental questionnaires 
drawn to [104] elicit information as to a particular in- 
dustry, were issued to contractors in different industries. 
The Conimittee stated that it had in the second and third 
quarters of 1941 sent questionnaires to 6,899 contractors 
holding 16,463 contracts. The questionnaires, which re- 
quired a considerable amount of effort to fill out, aroused 
a good deal of protest, and also increased interest in ex- 
cessive profits on the part of both the contractors and the 
Navy Department. (These questionnaires and the re- 
sponses thereto are summarized in the Committee’s report 
issued January 22, 1942, H. Rept. No. 1634, 77th Cong., 
2d Sess.) 


74. By October of 1941 Representative Vinson, Chair- 
man of the House Naval Affairs Committee, felt that 
the Committee had acquired sufficient data on profits of 
Navy contractors to indicate the need for corrective legis- 
lation. While he indicated to the Navy Department that 
the questionnaires returned to the Committee showed that 
most of its contractors were realizing only a fair profit. 
he stated further that profits under certain contracts rep- 
resented an “unconscionable percentage’ of the contract 
price. Therefore, on October 7, 1941, he introduced H. R. 
5787 (87 Cong. Rec. 7713) to provide for the recapture 
of all prohts under Government contracts in excess of 7% 
of the cost of performance thereof. At about this same 
time, another bill (H. R. 5739) was introduced imposing 
a flat percentage limitation of profits under war contracts 
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—in this bill 8% of the contract cost. The Navy Depart- 
ment was opposed at this time and later to the revival 
of any percentage limitation of profits, such as that con- 
tained in the Vinson-Trammell Act. It has had the ex- 
perience under the Vinson-Trammell Act with such a type 
of profit limitation, and the officials responsible for pro- 
curement in the Department were confident that any 
reen- [105] actment of such a limitation would impede 


the procurement programs. 


75. Some consideration was given within the Depart- 
ment in the last several months of 1941 to the best method 
of limiting profits by administrative action. The only 
concrete results of this consideration were the readjust- 
ments effected by the Bureau of Ships in payments under 
the ship repair and alteration contracts. These contracts 
were in effect requirement contracts—i.e., the contractor 
agreed to perform, for compensation based upon reim- 
bursement of cost of materials and a fixed price per man- 
hour of work, all orders for ship repair or alteration work 
which might be placed with him by the Navy Department. 
Around the Ist of December 1941, the Bureau of Ships 
began to seek voluntary reductions in rates from the 
shipyards. Between December 1, 1941, and April 1, 1942, 
the Bureau in effect renegotiated 27 ship repair and al- 
teration contracts, representing a very substantial portion 
of the outstanding number of such contracts. At hearings 
before the Senate Naval Affairs Committee on profit 
limitations late in January and early in February of 1942, 
Captain Claud A. Jones (Assistant Chief of the Bureau 
of Ships) indicated that the Navy had recovered about 
$2,000,000 in profits by renegotiation of the ship repair 
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and alteration contracts.” This figure does not, of course, 
indicate the savings which would accrue in the future by 
reason of the renegotiation of such contracts. 


76. The work of renegotiating the prices under these 
contracts was spurred by publication on January 15, 1942, 
of the Truman Committee’s report, which covered among 
other things profits under Navy contracts for shipbuilding 
and ship repair and alteration. On [106] January 22, 
1942, the House Naval Affairs Investigating Committee 
issued its first report on the defense program, which dealt 
extensively (409 pages including appendices) with the 
matter of profits under Navy contracts.* While the Com- 
mittee noted that average profits under the contracts let 
by the several Navy Bureaus were not too much out of 
line, it did indicate some examples of extremely high 
profits. These profits were unduly high despite the excess 
profits tax. The whole report dealt with profits in terms 
of percentages of the contract price. It pointed out that 
the percentage of profits on sales was greater under un- 
completed contracts than under completed contracts, and 
“that as the defense program progresses, the profits to the 
contractors are increasing and will tend to increase unless 
steps are taken to halt the trend.’ Much emphasis was 
placed upon this report by the Navy officers responsible 
for procurement. It also received very wide publicity at 
the time, the newspapers were full of editorials about the 
prevention of war profiteering, and the procurement offi- 
clals of the Navy Department spent a considerable amount 
of time over the next several months in seeking to devise 


*Hearings before the Senate Naval Affairs Committee on H. R. 
6355, S. 2027, 77th Cong., 2md Sess, Page 7. 


*House Report 1634, 77th Cong., 2nd Sess. 
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some more effective means of administratively limiting 
profits under Navy contracts. 


b. Study and Suggested Solutions within the Navy De- 
partment, February-April, 1942 


77. From the end of January, 1942 on, the efforts of 
Navy procurement officials to find some solution to the 
problem of policing of costs and profits were redoubled. 
While no formal organization had been set up to deal with 
the matter, several groups were devoting most of their 
time to an investigation of ways and [107] means for 
limiting profits. The procurement personnel of the several 
Bureaus worked closely with the investigating personnel of 
the House Naval Affairs Committee, and were instru- 
mental in suggesting to the committee most of the con- 
tractors whose profits were so large as to merit further 
investigation. The Department was during this same 
period attempting to work out a sound organization to 
handle the entire procurement problem, let alone the mat- 
ter of war profits. It was on January 30, 1942, that the 
efforts towards coordinating the divergent procurement 
activities of the several Bureaus culminated in the estab- 
lishment of the Othce of Procurement and Material in 
the Secretary’s Office. 


78. At the Under Secretary’s request I devoted a large 
part of my efforts during the months of February, March, 
and April, 1942 to working out some means of curbing 
profits under our contracts which would not interfere with 
the more important objective of obtaining the munitions 
and supplies required by the Fleet. I spent a great deal 
of time during this period in discussing this problem with 
representatives of the Procurement Branch in the newly 
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formed Office of Procurement and Material, the con- 
tracting branches of the several Bureaus, and the ac- 
counting personnel in the Bureau of Supplies and Ac- 
counts. During these three months the Under Secretary 
also brought into the Department several men with wide 
business experience who looked into the entire matter of 
profits under Navy contracts and who subsequently be- 
came members of the Price Adjustment Board (establish- 
ed several weeks prior to passage of the renegotiation 
statute). The problem of the right way (if there were 
any “right” way) of handling the problem was, however, 
still very much in the formative stages—it was not then 
possible to set up any [108] more definite organization to 
handle the matter of closer pricing and excessive profits. 
In February we held several discussions with represen- 
tatives of the Army procurement services as to the best 
cure for excessive profits, and considered a proposal to 
include in war contracts clauses under which the contrac- 
tor agreed to consider adjustment or renegotiation of the 
contract prices. 


79, Early in March, | submitted to’ the Under Secre- 
tary, on behalf of the Navy group which had been study- 
ing the problem, some tentative conclusions. It was the 
consensus, first, that the Navy Department must continue 
to rely upon the “profit motive” as an important factor in 
inducing war production, but that nonetheless, executive 
profits had a bad effect on public and military morale and 
also tended to encourage demands for wage increases and 
clecreases in labor efficiency. With respect to the proposal 
to limit profits to a flat percentage of the cost of perform- 
ance of contracts, it appeared probable that industry would 
insist upon a floor under losses if it were tg be subjected 
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to a ceiling upon profits. This floor under losses could be 
accomplished only under a cost-plus type of contract, 
which was expensive to supervise and audit, tended to re- 
duce efficiency, and often permitted very high profits on 
a yearly basis: and the 7% limitation on the fee allowed 
under such contracts, while low for some businesses, per- 
mitted very high returns for other businesses. The amount 
of manpower and effort required to audit such contracts 
or to administer the flat percentage type of limitation 
under fixed-price contracts would be enormous and prob- 
ably could not be drafted if this limitation were put 
into effect. With respect to excess profits, it was our 
position that corporations must be permitted to retain 
some portion of their profits in order to pre- [109] 
serve the influence of the profit motive and in such event 
the amount of profits before taxes in view of the extraor- 
dinary ballooning in some industries was often so large 
as to leave excessive profits even after taxes. There was 
no easy answer to the problem of effective profit control. 
It was my view at that time that we should attempt tc 
do as much as we could by starting at the very beginning 
—in the negotiation of contract prices. The Government 
should be represented in such negotiations by experienced 
and skillful negotiators who would endeavor to see that 
the maximum of effort was produced at the right price. 
We realized then that in the light of all the imponder- 
ables, even skilled negotiators would be unable to achieve 
close pricing in many instances. It was recommended to 
the Under Secretary that experienced price negotiators be 
placed in each of the contracting Bureaus. This sug- 
gestion was discussed at considerable length in various 
meetings and bore fruit several months later in the es- 
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tablishment of a Price Negotiation Section in the Bureau 
of Supplies and Accounts, which was ultimately extended 
to all of the Bureaus of the Navy Department. 


80. At about this same time (early March, 1942) as a 
result of our several discussions within the Department, 
consideration was given to a proposed directive to be 
signed by the Secretary with respect to the allowance of 
reasonable profits on fixed-price negotiated contracts. It 
was proposed that prices’ be fixed to allow a profit of 6% 
generally, but up to 10%, of the estimated cost of the con- 
tract, to be determined on the basis of cost data and finan- 
cial statements submitted by the contractor—in short, an 
embodiment in each contract of the Vinson-Trammell 
type of limitation, applied in advance. The directive was 
discussed in considerable detail on March 13, 1942, by 
representa- |110] tives of the several Bureaus, the Speciai 
Assistant to the Under Secretary, Vice Admiral Robin- 
son (Chief of the Office of Procurement and Material), 
and myself. We were agreed at this meeting that the pro- 
posed directive would tie the Navy Department com- 
pletely to the percentage limitation of profits concept, with 
all of its inherent deficiencies. We therefore decided that 
we would not recommend that any such directive be sign- 
ed by the Secretary at this time, and that we would at- 
tempt further to devise some effective means of control 
of profits within the Department. One feature of the pro- 
posal was revived several weeks later 


namely, the re- 
quirement that the contractor submit statements as to 
the estimated cost of performance of his contract and 
other financial data in connection with the performance of 
Government contracts. Some time thereafter this did 
become the standard practice. 
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81. At this same time the War and Navy Departments 
and the War Production Board had been working upon 
the establishment in each of the three agencies of cost 
analysis sections, which would be able to point out profit 
danger spots and suggest administrative remedies there- 
for. On March 17, 1942, representatives of the Office of 
Procurement and Material who had participated in these 
discussions circulated a proposed outline of procedure for 
the establishment and workings of such sections. This 
suggestion provided for the close coordination of the pro- 
posed cost analysis sections in the three agencies, and 
provided further that the War Production Board would 
attempt to supply a check on the selection of contracts for 
cost analysis so that the prograni would not put an un- 
manageable burden upon the accounting offices of the 
three Departments. After further discussion of ways and 
means, the cost analysis sections were set up about [111] 
three weeks later. The War Production Board was to 
function primarily in analyzing the cost reports prepared 
by the War and Navy Departments. 


82. In the latter part of March Messrs. Kenneth H. 
Rockey and Sylvan Coleman came into the Department 
at the Under Secretary’s request to study the whole mat- 
ter of excessive profits and closer pricing. Messrs. Rockey 
and Coleman went over the rather substantial data which 
we had by this time accumulated and spent considerable 
time with the contracting officers of the several Bureaus 
in reviewing contracting procedures and the methods then 
available for determining whether or not excessive profits 
were being earned. Both of them took a very active part 
in the discussions which were then occupying most of the 
time of the group studying the matter of excessive profits. 
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When the Navy Price Adjustment Board was established 
about April 20, 1942, Mr. Rockey was made its Chairman 
and Mr. Coleman was made a member of the Board. 


83. In the course of our study, some of the cases of 
excessive profits enjoyed by subcontractors were brought 
to our attention. We learned of several instances 1n which 
the prime contractor with the Navy Department had 
given subcontracts to one of its subsidiary conipanies, 
and had included in its cost figures under the prime con- 
tract allowances for profits of subsidiary contractors. We 
sought to require representations by the prime contractor 
which would prevent any repetition of such practice. Of 
course, we recognized that any scheme of percentage- 
profit limitation tended to favor high profits for sub- 
contractors; the prime contractor would not be interested 
in keeping subcontract costs or prices low, since the high- 
er such costs or prices were, the higher the base on which 
his percentage of profits would be figured. Also, there 
were [112] some instances where work was subcontracted 
directly and the fee of the subcontractor was added to 
the fee of the prime contractor to make for double profits 
on the same work. 


84. During the last week of March, 1942, the House 
Naval Affairs Investigating Committee held hearings on 
excessive profits being earned by several large Army and 
Navy contractors. These hearings were extensively re- 
ported in the newspapers, and the large profits earned by 
the Continental Motors Company and of Jack and Heintz 
received particular attention. The Naval Affairs Com- 
mittee had received most of its data on these contractors 
from a joint audit which had therefore been undertaken 
by the Army and Navy. The hearings had the helpful 
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result of producing a number of meetings between Army 
and Navy representatives for joint consideration of the 
best means of linuting excessive profits. At such a meet- 
ing on March 25, 1942, it was concluded that each De- 
partment should have available an organization to which 
would be reported all cases wherein it was suspected that 
contractors were earning excessive profits. The meeting 
envisioned that these organizations would function about 
as follows: 


a. All procurement officers would be advised of the es- 
tablishment of the two organizations, and requested to 
refer to them for further investigation cases of excessive 
profits. 


b. A conference would be called between the contractor 
and representatives of all Government agencies holding 
contracts with such contractor. At this conference, the 
profits would be considered with a view to obtaining for 
the Government a return of profits deemed excessive or 
a reduction of the contract price by the amount of such 
profits, whichever might be appropriate. [113] 


c. The meeting contemplated that in the cases of re- 
caicitrant contractors, resort might be had to compulsory 
orders under Section 9 of the Selective Training and 
Service Act; and further that in appropriate cases full 
publicity would be given to the excessive profits and the 
action taken. 


The March 25th meeting further determined that im- 
mediate action along the lines indicated would be taken 
jointly by the services in the case of Continental Motors. 
In general, the War and Navy Departments were agreed 
that cach case should be dealt with on an individual basis, 
although at the outset it might be advisable to approach 
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a group of contractors (perhaps those mentioned at the 
hearings of the House Naval Affairs Investigating Comi- 
mittee) and to deal with them in a body. It was agreed 
that the proposed action would be reported to the Congress 
to indicate the bona fide efforts being made by the War 
and Navy Departments to achieve answers to the prob- 
lems of excessive profits. This meeting really represented 
the birth of the Price Adjustment Boards. 


85. The War and Navy Departments thereafter dis- 
cussed with the War Production Board this proposal to 
set up bodies to investigate war profits. Growing directly 
out of these discussions was the proposal that a Presi- 
dential Board be appointed to serve throughout the war 
for the purposes of studying the experience of other na- 
tions as to profit limitation, formulating a comprehensive 
program for the prevention of excessive profits, suggest- 
ing legislation and procurement policies as deemed ap- 
propriate, and dealing with special difficult cases. The 
proposal contemplated that Congress, the Army and Navy 
and other war procuring agencies would be able to look 
to such Board for guidance-and advice. [114] 


86. By the time this matter was brought up for con- 
sideration, however, H. R. 6790, the revival of the Vin- 
son-Trammel percentage linutation, had been introduced 
(March 16, 1942); and Representative Case hag mimimee 
duced his amendment to H. R. 6868, providing for the 
renegotiation of contract prices to eliminate all profits 
above 6% (March 28, 1942). These proposals were dis- 
cussed with representatives of the Army and the War 
Production Board, and representatives of the Navy pre- 
sented to the House Naval Affairs Committee and to the 
Senate Finance Committee our views with respect to them, 
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and commented upon the several revisions of the re- 
negotiation proposal which were submitted to us. 


87. The passage of the Second War Powers Act, 1942, 
on March 27, 1942, afforded an additional weapon to the 
Navy Department and the other war procuring agencies 
in the investigation and determination of excessive profits. 
Title XIII of this Act allowed the agencies, when so auth- 
orized by the President, to inspect and audit the books 
and records of their contractors and to require such finan- 
cial data as they desired. The President, by Executive 
Order 9127 dated April 10, 1942, delegated this authority 
of investigation and audit to the procuring agencies, sub- 
ject to certain conditions. The Departments were enabled 
to go into the plant of any contractor and require the 
submission to them of all information as to profits. 


88. The Cost Analysis Section and the Price Adjust- 
ment Board were formally organized in the Office of 
Procurement and Material about April 20, 1942, and were 
specifically called to the attention of all procuring officers 


of the Department by a memorandum circulated on April 
24, 1942. [115] 


89. The informal group which had preceded the formal 
establishment of these two organizations, the Bureau of 
Ships and the Cost Inspection Division of the Bureau of 
Supplies and Accounts, had meanwhile in the first four 
months of 1942 continued to readjust and renegotiate con- 
tract prices. The accomplishments of the Navy Depart- 
ment in reducing prices up through June of 1942 were 
suinmarized in the report of the House Naval Affairs 
Investigating Committee of July 22, 1943.4: The Commit- 
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tee had obtained the names of specific contractors investi- 
gated and a great deal of the data on the excessive profits 
which they were enjoying, from the Departments. The 
Committee included in its report a summary of the ‘actual 
monetary savings to the Navy Department” as a result of 
renegotiation of contracts. It indicated that the Navy 
had effected such savings to the extent of some $88,000,- 
000. While the Committee did not so indicate, the great 
bulk of this amount constituted reductions in contract 
price rather than returns of cash received by the con- 
tractors. Furthermore, as the Committee did point out, 
the renegotiations effected at that time would later show 
substantial results in lowering prices on new contracts for 
the munitions for which the original contracts had shown 
excessive profits. With respect to the ship repair and 
alteration contracts, the Committee remarked that refunds 
under these contracts amounted to $7,000,000 (which is 
to be compared with the $2,000,000 which had been re- 
covered by the end of January, according to Captain 
Jones’ testimony). As the volume of ship repair and 
alteration work had increased under these contracts, profits 
had expanded rapidly under rates which had been fixed in 
the absence of any adequate experience in this type of 
work. Under con- [116] tracts of this type, the Bureau 
of ships had been fairly successful in renegotiating profits 
to allow no more than 10% of costs (as compared to an 
average profit on such contracts prior to their readjust- 
ment of 30% of their cost of performance). 


90. I am unable to present any concrete figures from 
the Navy Department as to the total cash refunds of 
profits by Navy contractors prior to April 28, 1942. 
Apparently all of the cash refunds were collected by means 
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of deductions from vouchers; no record had been kept 
of any such deductions, and it would be an interminable 
undertaking to examine the vouchers under each contract 
in the anticipation that they might reveal voluntary re- 
ductions in price. In addition, any recapitulation of the 
cash refunds would not show the whole picture, for most 
of the savings to the Government in the elimination of 
excessive profits were effected by means of price re- 
ductions. 


c. Consideration of the Percentage Profit Limitation 
Proposals 


91. Meanwhile, the Congress had been considering 
several proposals to impose a percentage limitation of 
profits upon Government contracts, and there appeared 
at the time to be a very strong chance that such a method 
of limitation would be enacted by the Congress. These 
proposals, to which the Navy procurement officers were 
unalterably opposed, naturally spurred the efforts within 
the Department to arrive at a solution to the profit limi- 
tation problem. On March 16, 1942, there had been intro- 
duced in the House H. R. 6790, which proposed among 
other things to limit profits on all Navy contracts to 6% 
of the cost of performance thereof. The bill was referred 
to the House Naval Affairs Committee, which held a 
number of hearings upon it in late March and April 
1942. [117] 


92. Both Mr. Forrestal and Col. Knox testified with 
respect to H. R. 6790. Mr. Forrestal called attention to 
the vast amount of auditing work which would be neces- 
sary to enforce any such limitation, and discussed our 
experiences under the Vinson-Trammell Act. The Secre- 


22 Magnesium Products, Inc., etc. vs. 


tary, who testified on April 16, 1942, brought out the 
immense variety of factors which affected profits under 
a particular contract and the impossibility of any single 
cure for excessive profits applicable to all contracts. He 
pointed out one very important consideration which the 
Congress had not thus far emphasized—the importance 
of reducing costs to the Government as well as profits. 
As he suggested, high costs and reduced profits often went 
hand in hand and high costs could be much more expensive 
to the Government than high profits. 


93. The Navy had had some experience in the difficul- 
ties of obtaining good accountants and auditors to handle 
the growing dollar volume of cost-plus-a-fixed-fee con- 
tracts. In early 1942, there were in the Cost Inspection 
Service of the Bureau of Supplies and Accounts, which 
audited costs under these contracts, some 2700 accountants 
(most of whom were stationed outside Washington) ; in 
addition there were a substantial number of accountants in 
the Bureau of Yards and Docks, which audited its own 
construction contracts. H. R. 6790 proposed to have 
costs under Government contracts determined by refer- 
ence to Treasury Decision 5000 (the regulation under the 
Vinson-Trammell Act), which was then used as a guide 
for auditing costs under the cost-plus-a-fixed-fee contracts. 
The determination of costs was a burdensome and time- 
consuming job, and there were substantial differences of 
opinion as to what items were properly allowable costs. 
The complete post-audit of expend- [118] itures under the 
cost-plus contracts by the General Accounting Office, 
after audit by the services, further complicated the difti- 
culties of administering the cost-plus-a-fixed-fee contracts. 
It seemed clear that there would not be enough accountants 
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in the nation to scrutinize costs under every Government 
contract, as contemplated by H. R. 6790, in the same way 
that costs were scrutinized under the cost-plus contracts. 


94. H. R. 6790 was tabled in committee, for the re- 
negotiation bill had been brought to the fore by the Con- 
gress. Section 403 of H. R. 6868, as reported out by 
the Senate Appropriations Committee, contained in sub- 
section (f) a graduated range of percentage limitations to 
be applied to Government contracts of different size. 
Representatives of the Navy Department joined the rep- 
resentatives of the other war procuring agencies in dis- 
cussing this subsection with the Senate Committee, which 
ultimately agreed that the percentage limitation feature 
should be deleted. 


d. Maximum Price Controls 


95. The matter of price controls upon munitions was 
considered by the Under Secretaries of the Navy and 
War and the Price Administrator in late 1941. They 
decided at such time that it would not be necessary to set 
up any formal machinery for handling differences of 
opinion between the armed forces and the Price Admin- 
istrator with respect to prices, but that each problem 
would be handled as it arose. The situation was changed 
substantially by the approval on January 30, 1942 of the 
Emergency Price Control Act of 1942. The armed serv- 
ices had in the consideration of the bill which became the 
Price Control Act recommended that munitions be ex- 
pressly exempted thereunder, but their suggestion [119] 
was rejected. The possible imposition of maximum price 
ceilings on ninitions pursuant to this Act was a rather 
unsettling factor in the whole discussion of possible 
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methods for control of profits during the next several 
months. At the time of passage of the Act, the Price 
Administrator had not determined upon a policy as to the 
establishment of ceilings for the purpose of preventing 
war profiteering and of controlling prices under contrac- 
tors for war materiel. On the day the renceotagen 
April 28, 1942—the Office of Price 
Administration issued its “Big Freeze” order, the Gen- 


statute was approved 


eral Maximum Price Regulation, and its Machinery and 
Parts Regulation (Maximum Price Regulation No. 136). 
The coverage of these regulations included a great many 
items of completed munitions and almost all components 
thereof, although certain specified munitions were to be 
exempted from the price ceilings established under the 
Regulations. Broadly speaking, the General Regulation 
fixed the price ceilings by reference to the prices in effect 
during March 1942, and required specific authority from 
the Office of Price Administration for the fixing of ceil- 
ings where there were no analogous March 1942 prices: 
and the Machinery and Parts Regulation fixed ceilings 
by reference to the prices in effect October 1, 1941, and 
also required specific authority from the Office of Price 
Administration in cases where there were no analogous 
October 1, 1941, prices. 


96. The issuance of these regulations precipitated an 
inmediate and prolonged discussion between the armed 
services and the Office of Price Administration as to the 
desirablity of fixing price ceilings for munitions and their 
components. As a stop-gap measure, the Price Admin- 
istrator postponed application of the regulations to sales 
and deliveries under Army [120] and Navy contracts until 
July 1, 1942, In the latter part of May 1942, the Under 
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Secretary of the Navy established a liaison office in the 
Bureau of Supplies and Accounts, which was to integrate 
the price policies of the Navy Department and the Office 
of Price Administration insofar as possible. 


97. It had been the position of the Army and Navy in 
all of their consideration of price control that it would be 
unwise and impracticable to apply price regulations to 
strictly military and naval equipment, and that attempts 
to do so ran the risk of impeding procurement of such 
equipment. It was felt that the services responsible for 
war procurement must have final power over prices; such 
services were charged with full responsibility for procur- 
ing the articles with which to fight the war, and proper 
prices might well be an inextricable element in such pro- 
curement. In the latter part of July 1942 the Under 
Secretaries of War and of the Navy notified the Price 
Administrator that while they recognized the necessity of 
adopting all possible means to prevent inflation, they felt 
that it was necessary to exempt military and naval sup- 
plies from the application of price ceilings. The Under 
Secretaries pointed out the difficulties inherent in effec- 
tively applying ceilings to munitions—e.g., the wide variety 
of conditions and uncertainties faced by contractors, the 
changes in specifications, inexperience of contractors, 
necessity of using all contractors and procuring all items 
regardless of cost. They further pointed out the probable 
impediment to production and procurement which the 
imposition of price ceilings would bring about, the un- 
desirability of divided authority with respect to procure- 
ment, and the uncertainty and delay which would result 
from the application of the price regulations to Army 
and Navy contracts. Finally, they requested that ‘all 
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(ia articles which are designed and produced exclusively 
for military uses, and all subassemblies and parts of such 
articles which are themselves designed and produced ex- 
clusively for such military articles” be exempted from 
price regulation by the Office of Price Administration, 
with the exception of articles subject to regulation prior 
to June 30, 1942; that in questionable cases exemption 
be granted upon certification by the Secretary of War or 
of the Navy that the exemption was necessary for the 
prosecution of the war. The Under Secretaries pointed to 
the authority to renegotiate contract prices under the 
recently enacted renegotiation statute as a means at their 
disposal of controlling excessive profits and preventing 
inflation. 


98. After further consultation, the Price Administrator 
responded in September 1942 by indicating that he would 
not extend maximum price control in the area of strictly 
military goods, provided he received assurances that the 
Army and Navy would use their powers to control both 
prices and profits in the exempted areas. He further in- 
dicated willingness to consider any requests for exemp- 
tion of particular items at that time under formal price 
regulations. The Office of Price Administration agreed 
not to extend price control to sales of strictly military 
goods. It was understood that the exact line of demar- 
cation between military and non-military goods would have 
to be more precisely drawn after conferences among the 
three agencies. The War and Navy Departments accepted 
the proposal as drawn by the Price Administrator, and 
agreed to furnish his Office with such information as it 
requested on the prices and procedures of the two De- 
partments. Thereafter the armed services did establish 
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divisions which furnished to the Office of [122] Price 
Administration all information on prices requested by 
such Office. 


99. Prior to the passage of the renegotiation statute, 
the top Navy officials in charge of procurement had spent 
a very considerable amount of time in seeking to evolve 
some answer to the extraordinarily difficult problem of 
limiting war profits while at the same time executing the 
vastly accelerated procurement programs. 


100. There was virtual unanimity of opinion that the 
percentage limitation of profits was not a solution to the 
Navy problem—experience indicated that it was not 
effective and that it made contractors hesitant to take 
Government contracts. Indeed, it made many manufactur- 
ers want to become subcontractors rather than prime 
contractors. The limitation of adequate accounting per- 
sonnel was an even more compelling practical reason for 
the rejection of this means of profit control. Similarly, 
we had neither the inclination nor the necessary personnel 
to extend the use of the cost-plus-a-fixed-fee contracts to 
fields wherein we were able to use fixed-price contracts. 
We knew from actual experience that exorbitant profits 
were being earned despite the recoveries under the excess- 
profits tax. The proposal to subject munitions to price 
ceilings had been seriously considered by the time of pas- 
sage of the renegotiation statute, although the matter was 
not settled until the latter part of 1942. 


101. The Navy Department was, then, in early 1942 
in the position of opposing the known and _ theretofore 
attempted methods of limiting war profits, either because 
some of them were ineffective or because others would in 
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the opinion of those responsible for procurement seriously 
interfere with war production. We would quite frankly 
have preferred at this time to work out our own admin- 
istrative solution to the problem of limiting profits under 
Navy contracts, primarily [123] through analysis of costs 
and closer pricing. The solution proposed by the Congress 
in the renegotiation statute, however, appeared to us to be 
a much better method than any alternative statutory meth- 
od available. In retrospect, J] believe that it is the better 
approach and that our earlier preference would not have 
solved the problem. 


Ill. NAVY CONTRACT FORMS AND Gina 


102. The advent of the negotiated contract completely 
changed the form of the Navy contract and made neces- 
sary the use of much more intelligence and skill in the 
preparation of contracts. 


103. Contracts awarded to the highest bidder after 
solicitation of competitive bids had all been based upon 
Forms 32 and 33 prescribed by the Procurement Division 
of the Treasury Department for all Government agencies. 
Such forms of contract, with their boilerplate provisions, 
were satisfactory only for simple deals, and proved quite 
inadequate for negotiated contracts. The first break 
away from these restrictive forms came in the preparation 
of construction contracts and contracts for the construc- 
tion or installation of industrial facilities (in 1939 and 
1940). In developing provisions for the facilities con- 
tracts—financing the contractor, purposes for which the 
facilities were to be used, rights of the parties upon the 
termination of the emergency period, and the like—it was 
obvious that the contract would have to be tailor-made 
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to fit the particular arrangement. Furthermore, in the 
course of drafting these various provisions to fit the 
procurement transaction, the boilerplate provisions were 
scrutinized and were often improved or made more ap- 
propriate. The grant of authority to negotiate certain 
contracts for vessels and supplies (in June 1940) further 
accelerated the process of [124] critical examination of 
the contract provisions and the drafting of intelligible new 
provisions to meet particular needs. 


104. After enactment of the First War Powers Act, 
1941, and the promulgation of Executive Order No. 9001, 
the Secretary removed entirely the restrictions of Form 
32 in the preparation of negotiated contracts. The Sec- 
retary s directive of December 28, 1941, established a 
new internal Navy procedure for clearing contracts ne- 
gotiated under the War Powers Act; in addition, it dele- 
gated to contracting officers complete discretion with 
respect to the form of such contracts, except for certain 
specified provisions required by statute or executive order. 
Under this delegation of authority, contracting officers 
were granted complete discretion to make advance, partial, 
and other payments on account of the contract price. 


* * * without limitation as to amount and irre- 
spective of any provisions of law as to security, liens 
(except as [to the lien in favor of the Government 
as permitted by the Act of August 22, 1911, 34 
U. S. C. 582]) or otherwise, except that advance 
payments should be carefully scrutinized to determine 
whether such payments are necessary for the satis- 
factory performance of the contract in accordance 
with the terms thereof and as much security by 
means Of controlled accounts or otherwise shall be 
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provided for as may be expedient under the circum- 
stances of each case. 


The directive further specified: 


Such contracts }under the War Powers Act] may 
be made with or without competitive bidding as the 
respective contracting officers in their discretion may 
determine. There shall [125] be no limitation or 
restrictions as to form and substance of such con- 
tracts except |the contract clauses required by statute 
or executive order |. 


es ** * ** K * * * 


The contracting officers are authorized to select such 
procedures in making contracts as are deemed best 
fitted to the purchases involved and the needs of the 
Navy. 


105. At this time all instructions relative to contracts 
were in the form of individual directives by the Under 
Secretary to the Bureau Chiefs, who transmitted such 
instructions to the officers under them responsible for 
preparing contracts. Since the great majority of Navy 
contracts were made by the Bureaus in Washington, these 
directives could be rather informally issued and distrib- 
uted. In general, they gave a wide degree of discretion to 
the Bureaus in the preparation of contract provisions. 
As we began to pay more close attention to prices and 
the elements which went into prices, it became necessary 
to issue more detailed instructions relative thereto; it was 
not until October 1943, however, that we were able to 
collect the contract directives in one place, arrange them, 
and issue them in a loose-leaf volume (the Navy Procure- 
ment Directives). 
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106. I shall summarize very briefly the more or less 
common Navy contract provisions prescribed in the first 
several months of 1942 for the determination or adjust- 
ment of prices or costs. 


1. Changes 


107. All Navy contracts included provisions for changes 
in the work covered thereby. The changes clause in all 
Bureau of Ships contracts was broader than that in other 
contracts made by the Navy. [126] 


The Bureau of Ships clause provided: 


The Secretary of the Navy, at any time and with- 
out notice to the sureties, may make changes in this 
contract including the General Provisions, the plans 
or specifications of this contract, within the general 
scope thereof. 


This type of clause had been in ships contracts since the 
1880's. The broad language of the clause had, by con- 
struction, been somewhat limited in scope. The clause 
was eliminated about a year ago, and the ships contracts 
now contain provisions limiting changes to the work under 
the contract, as in the other Navy contracts. 


108. With respect to changes in price upon a change 
in specifications or in the work under the contract, the 
more or less standard clause for fixed-price contracts pro- 
vided that if the changes caused an increase or decrease 
in the cost of performing the contract, “an equitable ad- 
justment” would be made and the contract modified in 
writing accordingly; facilities and cost-plus-a-fixed-fec 
contracts provided that upon the making of changes “an 
equitable adjustment of the estimated cost and the fixed 
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fee would be made and the contract modified accordingly.” 
In the event of failure to agree upon a change in the 
fixed price or fixed fee, the matter was to be decided by 
the contracting officer pursuant to the disputes clause of 
the contract. The cost-plus-a-fixed-fee contracts for ves- 
sels provided specifically that if the estimated costs were 
changed as a result of changes in specifications, the fixed 
fee, which was stated to be about 7% of the estimated 
cost, should be changed by 7% of the change in the esti- 
mated cost. 


11. Payments 


109. The contracts provided specific procedures for sub- 
mission of invoices covering costs under cost-plus [127] 
and facilities contracts, and for prices of goods delivered 
under fixed-price contracts. These provisions varied sub- 
stantially among the different types of contracts. 


110. Fixed-price contracts for vessels called for partial 
payments as construction of the vessel progressed. The 
provisions for advance payments under fixed-price con- 
tracts specified that lien should be established in favor 
of the Government on the materials and property acquired 
by the contractor. In some instances controlled accounts 
were established, providing a check by the contracting 
officer upon the advance payments to the contractor; the 
advance payments clauses were at this time relatively 
simple as compared to clauses presently in use. 


iti, lisuirance and bonds 


111. All contracts required the contractor icmeam. 
insurance on the property produced or acquired there- 
under, and to carry workman’s compensation and other 
third-party liability insurance with respect thereto. The 
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Government generally undertook to make the contractor 
whole for losses sustained in excess of the amounts cover- 
ed by insurance taken out at the direction of the con- 


* tracting officer. 


112. After passage of the War Powers Act, perform- 
ance and other bonds were largely dispensed with, al- 
though they were still required for certain standard supply 
contracts made by the Bureau of Supplies and Accounts. 
In any event, the performance, payment and similar bonds 
had never been of much use to the Navy. It had in- 
variably proved impossible to obtain bonds at any cost in 
the cases where they were most needed. Generally the 
cost of bonds was high and the amounts of coverage in 
the case of large contracts were entirely inadequate to 
protect the Government. [128] 


iv. Patents 


113. Whenever patents were involved in the procure- 
ment, the standard clause of the Treasury Procurement 
contracts was used—the contractor agreed to hold the 
Government harmless against claims for infringement of 
patents in the performance of the contract. Some ships 
contracts contained the further requirement that the con- 
tractor not pay any sum for royalties or patent rights not 
included in the ordinary purchase price of parts embodied 
in the ships, unless and until duly so authorized by the 
contracting officer. No real progress was made in the 
matter of controlling royalties and other payments relative 
to patents under Navy contracts, and in drafting patent 
clauses which adequately protected the interests of the 
Government, until after the Procurement Legal Division 
was authorized to handle such matters in August, 1942, 
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vy. Termination 


114. Navy contracts (except Bureau of Ships con- 
tracts) at this time provided that in the event of can- 
cellation for the convenience of the Government, the Navy 
would pay the contractor for all costs including a proper 
allocation of overhead expense to the contract, incurred 
up to the time of termination, plus an allowance of 6% 
or 7% profit on all such costs except purchases of ma- 
terials and unfinished goods, for which the contractor was 
reimbursed at cost. This provision differed from the 
clause then used by the Bureau of Ships and the Army, 
which calculated the profit on the estimated extent of 
completion of the contract—the contractor was paid a per- 
centage of the total profit equal to the percentage of com- 
pletion. The use of any clause was a vast improvement 
over the practice in the first World War, when contracts 
did not contain any termination clauses. [129] 


115. Navy contracts, other than ships contracts, also 
had included clauses authorizing termination for default, 
corresponding to the delays-damages clause of the old 
Treasury Form 32—if the Government terminated for 
default in delivery, it had the right to purchase the goods 
elsewhere and surcharge the contractor for any addi- 
tional costs incurred by reason thereof by the Govern- 
ment. 


116. After the First War Powers Act, the Navy drop- 
ped almost entirely the hquidated-damages clause. At 
this time there were frequent delays due to changes in 
specifications, material and labor shortages and the like, 
and it was often if not usually difficult to hold the con- 
tractor responsible for delays in deliveries. In addition, 
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contractors were extremely reluctant to take contracts 
containing such clauses. As the Navy was interested in 
getting the goods themselves, and not money damages, it 
determined to omit this clause generally. 


vi. Guarantees 


117. Most contracts in early 1942 contained a clause 
under which the contractor undertook to guarantee for a 
certain period the performance or durability of the articles 
covered by the contract in conformity with the specifica- 
tions. This period varied from 3 months to a year or 
more. The contractor further undertook to correct or 
repair at his own expense any deficiencies or failures in 
the contract articles during such period. The ship con- 
tracts provided for trials, and adjustments and corrections 
by the contractor of the vessels during such trials. If the 
contract was a fixed-price contract, the contractor would 
often include large contingencies in his prices to cover 
possible expenses during the guarantee period. Since 1943 
and 1944 the period of the guarantee has been shortened, 
and |130] the clause has been entirely eliminated in a few 
cases from Navy contracts. 


vii. Escalator clauses in fixed-price contracts 


118. Most fixed-price contracts for any substantial 
amount in late 1941 and early 1942 contained provisions 
for adjustment i price upon changes in material or labor 
costs. I should estimate that a majority in dollar amount 
of fixed-price contracts executed during this period con- 
tained escalator clauses. These clauses varied substantially 
in scope and in the index selected to measure increases 
in costs. 
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119. Some of the more primitive types of clauses had 
attempted to protect the contractor to the full extent of 
any cost changes. Almost all of the clauses in use at 
the time the renegotiation statute was being debated, how- 
ever, attempted to protect the contractor not against all 
variations in the cost of labor and materials, but only 
against such changes in those costs as might be attributed 
to general changes affecting the entire national economy 
and thus wholly beyond the contractor’s control. The 
basis for calculating changes in costs under the escalator 
clauses were in most cases indices representing wage levels 
(either general or for a specific industry) and material 
costs, usually indices published by the Bureau of Labor 
Statistics. 


120. The most important determination in any escalator 
clause was the selection of the base to which the percen- 
tage of change in a selected index is applied in order 
to calculate the permitted adjustment of the contract price. 
The base selected varied widely among the several con- 
tracts, and was often exeremely complicated to compute— 
requiring in some cases substantial cost accounting. All 
of the escalator clauses are rather complicated to apply. 
The computations [131] under most of them were made 
by the Cost Inspection Service of the Bureau of Supplies 
and Accounts. We have subsequently discovered certain 
errors in the drafting and application of certain clauses, 
whereby increases were computed on costs including the 
price increases against which the escalator clause was de- 
signed to protect the contractor. We corrected such in- 
creases as they were called to our attention. 


121. All escalator clauses are to some degree inflation- 
ary and are harmiul in that respect. The device had 
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many disadvantages—it was used only because the Navy 
could not persuade contractors to take contracts on any 
other basis. Because of the uncertainties as to labor and 
other costs and the impetus to inflation which any war 
provides, contractors refused to run the risk of being tied 
to a fixed-price under a long-range contract. Escalator 
clauses were to be used only in long-term contracts. Our 
need for munitions was so great, however, that we could 
not quarrel very much over inclusion of such provisions. 
It must not be assumed that because an escalator clause 
was included in a contract, the price fixed therein did not 
include any allowance for contingencies. As has been 
made quite evident later, the price did include substantial 
allowances for contingencies. Furthermore, as I have 
indicated, the escalator clause was not a complete answer 
to the contractor’s insistence upon protection. The clause 
purported to protect him only against certain direct labor 
and material price increases and did not protect him 
against other labor and material costs or other indirect 
costs which were subject to real fluctuation. The device 
Was an imperfect one which it was necessary for us to 
adopt in order to speed procurement. Even with the 
elimination of the risks covered by the escalator clauses, 
contractors were able in some instances to make profits 
ageregating 50% or |132] more of cost as witness the 
ships contracts which I earlied cited. 

122. On January 30, 1942, the Emergency Price Con- 
trol Act was approved. The adjusted increases in con- 
tract prices under the escalator clause had to stop at any 
ceilings established by the Price Administrator on articles 
purchased or produced under the contract. At that time 
it was not known just how the Act would affect price 
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escalation; subsequently specific escalator clauses have 
been worked out for contracts covering certain materials 
subject to OPA ceilings. 


IV. NECESSITY OF THE RENEGOTIZiS 
Sen Oe, 


123. Had the renegotiation statute not been enacted, 
I am convinced that Navy procurement would have been 
affected in the following ways, among others: 


a. greater use of cost-plus contracts; 


b. enforced use of mandatory orders to obtain muni- 
tions with respect to which agreement on price could 
not be reached; 


c. reluctance on the part of contractors to take prime 
contracts, including preference for subcontracts; and 


d. excessive profit and waste. 


These probable results are to a large degree all tide to- 
gether. We should have found it more and more difficult, 
I believe. to allow the large contingencies demanded by 
contractors in fixed-prices, and should therefore have 
been driven to a much wider use of the cost-plus-a-fixed- 
fee contract and the mandatory order. | have earlier 
described the lack of incentive to reduce costs which is 
inherent in the form of the cost-plus-a-fixed-fee contract, 
and the large number of auditing personnel required to 
determine allowable costs under such contracts. Man- 
datory orders constitute a somewhat ponderous means of 
procurement, and leave the [133] Government with the 
pricing problem still on its hands, plus possible court 
proceedings. There can be little doubt but that profits 
would generally have been larger in the absence of re- 
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negotiation. After a study of the complex problem of 
limiting profits in war to fair and reasonable amounts— 
the problem both as we faced it in the past and as we 
have faced it in this war—I know of no other type of 
profit limitation which can take into consideration the 
many diverse factors affecting the profits of different 
contractors and fairly adjust those profits, as adequately 
as does the renegotiation process. The growing Con- 
gressional and public criticism of exorbitant war profits 
in 1941 and 1942 would have resulted in an increasing 
reluctance on the part of manufacturers to take war 
contracts, and eventually in some form of profit limita- 
tion less palatable and less equitable than renegotiation. 
I am strongly of the opinion that, while the Government 
should consistently seek to improve its negotiation pro- 
cedures in arriving at close prices, the problems of war 
procurement render impossible any completely satisfactory 
solution of the problem of initial pricing. Renegotiation, 
which affords a review of prices after the contractor has 
had the cost experience in the performance of his con- 
tracts, is to my mind an essential part of wartime pro- 
curement, today as well as in early 1942. 


FSU Gh se SEIN S Eye 


Sworn and subscribed before me this 16th day of 
July, 1945. 


(Seal ) LUGERE HOLLAND, 
Notary Public, D. C. 


My Commission expires Sept. 1, 1946. 


[Endorsed]: Filed Jan. 28, 1946. [134] 
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AFFIDAVIT OF ROBERT P. PATTER ae 


District of Columbia, ss 


Robert P. Patterson. being duly sworn, deposes and 
says: 


1. I am Under Secretary of War of the United States 
and have held that office, which was created by the Act 
of December 16, 1940, 54 Stat. 1224, since December 19, 
1940. From July 30, 1940 to December 19, 1940 I was 
The Assistant Secretary of War. 


2. By authority of various statutes and by various 
delegations of authority from The Secretary of War, 
I am, and have been both as Under Secretary and as 
The Assistant Secretary of War, charged with the super- 
vision of the procurement of all military supplies and of 
other business of the War Department and the Army 
pertaining to production and procurement. 


3. The statements made in this affdavit are based upon 
information acquired by me in my official capacity and 
which I believe to be true and accurate. 


Preliminary Statement 


+. Wartime procurement for the military establish- 
ment differs radically from procurement in times of peace. 
Speed in production at once becomes all-important. In- 
dustry is called upon to produce an entire complex of 
new products, constantly changing in design and purpose. 
Quantities of both old and new products, far beyond 
those previously manufactured, are suddenly demanded, 
and in the shortest possible time. For the production of 
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these needed items, |136] existing plants, machinery and 
equipment have to be converted from producing peacetime 
civilian goods to meet the different and expanded needs of 
the armed forces. Even the marginal producers have to 
be used in order to meet these needs. In addition, hundreds 
of new plants, new machinery and new equipment have to 
be constructed, installed, and put to work. The nation’s 
manpower has to be reallocated, almost overnight, to ad- 
just to the gaps caused by the transfer of millions from 
production to the armed forces, and to the springing up of 
new industries and new areas of production. Enormous 
dislocations in transportation, and in the supply of raw 
materials have to be ironed out. 


5. The necessary result of this combination of circum- 
stances is that the war procuring agencies cannot use 
normal methods or procurement. The pressing need for 
speed requires the abandonment of drawn-out negotiation 
and the careful surveys of all relevant factors which sound 
purchasing would otherwise require. Competition neces- 
sarily wanes and no longer offers an adequate guide to 
the prices which should be paid. Above all, the forecasting 
of costs of production becomes, in large measure, a mat- 
ter of informed guessing rather than of real cost analysis. 
This is true in the case of new products, new plants, and 
new producers; it is likewise true, though perhaps in 
lesser degree, wherever the quantities to be manufactured 
are sharply increased over pre-war amounts. Accordingly, 
advance prices quoted in good faith by manufacturers in 
a large number of cases have little relation to costs ac- 
tually experienced in the course of production. Further- 
more, many manufacturers feel unable to quote firm prices 
without including reserves to cover many contingencies 
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the occurrence of [137] which might skyrocket their costs, 
and so overturn all their estimates. 


6. These were the conditions of wartime procurement, 
after December 7, 1941, and the War Department had 
to force its procurement activities into their mold. Ef- 
forts were made, of course, to develop contractual devices 
which would minimize the paramount difficulty in esti- 
mating production costs. The cost-plus-fixed-fee contract 
was used where unavoidable, but this form has the dis- 
advantage of removing financial incentives to efficiency 
and of imposing a heavy burden of auditing upon the 
Government and the contractor. Escalator clauses, per- 
mitting prices to be adjusted according to fluctuations in 
indices of Jabor and material costs, were also used but 
proved unworkable. Letters of intent, under which manu- 
facture was commenced prior to the negotiation of a for- 
mal contract, helped to speed production, but could not, 
of course, solve the ultimate problem of decreasing costs 
and preventing excessive profits. 


7. Shortly after the declarations of war, both the legis- 
lative and the executive branches of the Government 
realized that excessive wartime profits were certain to 
accrue unless counter measures were taken. The evil 
effect of such wartime excessive profit on the morale of 
the fighting forces and the civilian population, as well as 
the unnecessary financial burden upon the Government, 
could not be ignored. The example of the last war was 
still fresh. Many war contractors realized the dangers 
and inequities resulting from such excessive profit, and 
some of then: made refunds of excessive profits or vol- 
untarily reduced their prices. In the spring of 1942, the 
War Department developed cost analysis units to check, 
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so far as practicable, on production costs, and set up a 
price adjustment board [138] to negotiate with contractors 
for voluntary price reduction and refunds of past pay- 
ments. Tentative policies as to what profits were excessive 
were established and meetings with contractors had. At 
the same time, there came into use contract clauses pro- 
viding for the renegotiation or redetermination of contract 
prices after an initial period of production had laid a basis 
for the proper estimation of costs. We hoped that these 
means would keep incentives to efficiency alive and at the 
same time would tend to eliminate undue profits such as 
were then coming to light. 


8. The Congress apparently felt, however, that these 
contractual measures, resting as they did upon the volun- 
tary cooperation of a relatively small number of war 
contractors, did not provide enough certainty that exces- 
sive profits weuld be eliminated. The Vinson-Trammel 
Act, limiting profits on aircraft and ship construction, 
had been repealed in 1940, but an effort was made to re- 
vive it. In March, 1942, the War Department and the 
War Production Board opposed such legislation on the 
ground that a flat percentage profit limitation would im- 
pede production and would be unfair to many contractors 
and too generous to others. After the Case amendment 
imposing such a flat percentage limitation on profits from 
war contracts had been adopted by the House of Rep- 
resentatives late in March, 1942, the armed services and 
the War Production Board offered a substitute proposal 
giving statutory authority to the process of voluntary re- 
negotiation which had been developing. Congress adopted 
the principle of renegotiation with which the armed 
services were in accord (rather than the principle of a 
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flat percentage limitation of profits), and it also en- 
dowed the procuring agencies with power to [139] deter- 
mine excessive profits when no bilateral agreement could 
be reached with the contractor. I believe that this addition 
by the Congress of the power of unilateral action was a 
wise and a necessary one, and that without it renegotiation 
would not have accomplished anything like the results 
that have been achieved. 


9. The purpose of this affidivit is to present the facts 
showing in greater detail, (a) the nature and extent of 
the procurement problems of the Army after the declara- 
tion of war, (b) the need for renegotiation and limitation 
of profits of war contractors and the steps which had been 
taken in that direction prior to the enactment of the re- 
negotiation statute, and (c) what statutory renegotiation 
has accomplished. 


The Army's Procurement Problems Subsequent to the 
Declaration of War 


10. Immediately after the attack on Pearl Harbor, on 
December 7, 1941, the War Department’s procurement 
program was sharply accelerated to meet the new require- 
ments imposed upon the country and the Army by the 
sudden involvement of the United States in the war. 
The defense procurement program had been large, but 
the effort was minor in comparison with that necessitated 
by the demands of active warfare. Supplies, equipment, 
housing, ammunition, and weapons had to be secured, in 
the least possible time, for our rapidly expanding armed 
forces, and for the anticipated needs of a war to be fought 
on two sides of the globe. In addition, increased supplies 
for the nations with which we were allied had to be pro- 
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duced with the greatest possible speed. All phases of 
procurement were stepped up: production of the weapons 
of war, such as guns, planes, tanks; construction and 
equiping of camps; procurement of equipment and sup- 
plies for the troops; construction of plant facilities; [140] 
production of the means of communication and _ trans- 
portation. 


11. The extent of the problem facing the procurement 
agencies can be judged from the goals set by the Presi- 
dent in his message to Congress of January 6, 1942. The 
President stated: 


I have just sent a letter of directive to the appro- 
priate departments and agencies of our government 
ordering that immediate steps be taken: 


First to increase our production rate of airplanes 
so rapidly that in this year 1942 we shall produce 
60,000 planes, 10,000 by the way, more than the goal 
that we set a year and a half ago. This includes 
45,000 combat planes, bombers, dive bombers, pur- 
suit planes. The rate of increase will be maintained, 
continued, so that next year, 1943, we shall produce 
125,000 planes, including 100,000 combat planes. 


Secondly, to increase our production rate of tanks 
so rapidly that in this year, 1942, we shall produce 
45,000 tanks, and to continue that increase so that 
next year, 1943, we shall produce 75,000 tanks. 


Third, to increase our production rate of anti- 
aircraft guns so rapidly that in this year, 1942, we 
shall produce 20,000 of them, and to continue that 
increase so that next year, 1943, we shall produce 
e000 antiaircraft guns, 
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And fourth, to increase our production rate of 
merchant ships so rapidly that in this year, 1942, we 
shall build 8,000,000 deadweight tons, as compared 
with a 1941 completed production of 1,100,000. And 
finally, we shall continue that increase so that next 
year, 1943, we shall build 10,000,000 tons of shipping. 


Illustrative of the tremendous undertaking facing both 
American industry and the procurement agencies is the 
fact that the total number of planes (military, commercial, 
and private) produced from 1903 to 1940 [141] was some 
3314 percent less than the number scheduled for the year 
1942 alone, and that procurement of planes for the Army 
during 1942 was over 250% greater than in 1941. For 
the fiscal year ending June 30, 1942, the money appro- 
priated for War Department procurement and construc- 
tion was more than six times the amount appropriated in 
the fiscal year 1941. One-third of the total was appropri- 
ated by the Congress in the first half of the fiscal year 
1942. before the United States had been attacked: after 
Pearl Harbor, the Congress tripled the new procurement 
funds made available earlier in the fiscal year. 


12. To fulfill the requirements of this expanded war 
program, a vast number of contracts had to be made, as 
quickly as possible. for supplies, weapons, and munitions 
of all kinds. Attached as Exhibit A is a chart (based 
on information furnished by the War Department Board) 
showing the nuniber and dollar value of contracts for ail 
types of war materials entered into each month from July 
1941 through June 1942 by the various procuring agen- 
cies. The tremendous increase which occurred in January 
1942 and continued through the remaining months of that 
fiscal year is clearly shown by this chart. In November, 
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1941, the total dollar value of such contracts was $1,506,- 
000,000; in December it jumped to $3,131,000,000; and 
in January 1942 to $9,456,000,000; in the remaining 
months of the fiscal year it never fell below $4,800,- 
000,000. The chart, it should be noted, understates both 
the total number of contracts and their total dollar value, 
since it excludes (1) contracts with a value of less than 
$50,000 (of which there were a vast number), (2) con- 
tracts for subsistence, and (3) construction contracts. An 
idea of the comparison between the total number of con- 
tracts entered into by the War Department prior to [142] 
Pearl Harbor and thereafter can be gained from the fact 
that the number of contracts for the fiscal year ending 
June 30, 1941, was 667,364, while that for the four 
months of July, August, September, and October 1942 
alone was 1,408,141. All these figures concern only prime 
contracts, but the vast stimulating effect of this expanded 
volume of prime contracts upon subcontracting of all tiers 
is readily apparent. On December 31, 1941, War De- 
partment obligations for supplies and new capital facilities 
amounted to more than 9 billion dollars, but on June 30, 
1942, they amounted to nearly +3 billion dollars. War 
Department expenditures for delivered supplies were 
nearly 4+ billions on December 31, and were more than 
13 billions on June 30. In the last six months of the 
fiscal year ending June 30, 1942, War Department con- 
tractual activity and the delivery of supplies were four 
times greater than in the first six months. Some con- 
ception of the vast scope of the procurement activity of 
the armed services after the attack on Pearl Harbor can 
be gained from the fact that the total expenditures of 
the War and Navy Departments for the one fiscal vear 


ending June 30, 1942 ($22,905,000,000) considerably ex- 
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ceeded the total military and naval expenditures of the 
Government from 1789 through the end of World War I. 


13. To meet these accelerated demands, the armed 
forces had to call, in largest measure, upon private in- 
dustry which, prior to December 7, 1941, was devoting 
only 25% of its total production to defense work, and of 
this amount, by far the largest proportion resulted from 
the use of existing idle capacity and the establishment of 
new facilities rather than from the conversion of existing 
facilities geared to civilian production. Little stoppage of 
civilian pro- [143] duction had occurred prior to Decem- 
ber 1, 1941. If the imperative needs of the armament 
program were to be satisfied, wholesale conversion of 
existing production facilities to a war economy would 
have to occur. By the end of 1942, the proportion of 
manufacturing industry devoted to war _ production 
amounted to upwards of 45%, and presently this per- 
centage is estimated at 60%. Some of this increase is, of 
course, attributed to the continued construction and use 
of new facilities, but the greater part of it has come from 
conversion of existing facilities since December 1941. 


14. The armed forces were thus forced to grapple with 
major difficulties stemming from (a) the greatly increas- 
ed demands for supplies of all types, (b) the accelerated 
program requiring immediate production, and (c) the 
urgent and rapid conversion of the great mass of Ameri- 
can industry to war work and the large-scale use of new 
facilities. Other acute problems were caused by (d) the 
demand for new products not previously manufactured, 
and by the constant modification of specifications to reflect 
improvements in design or changing needs, and (e) by 
the current uncertainty in the amounts of matéricl to be 
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procured, and the grave difficulties in the supply and cost 
of labor and matériel which were daily arising at that 
time: 

(a) The greatly increased demand for supplies made 
the accurate forecasting of costs very difficult. Starting 
costs were bound to be higher than those incurred after 
mass production had begun; but the extent to which quan- 
tity production would bring a sharp drop in costs could 
not be estimated either by the Government or by con- 
tractors, and the latter were naturally very cautious in 
prophesying about their future costs. This was frequently 
true in the ‘case of standard articles previously manu- 
factured in small quan- [144] tities and was uniformly 
true in the case of new products. 


(b) The urgent need for placing orders and starting 
production as soon as possible placed the importance of 
speed far above thorough analysis or careful negotiations. 
Time was of the essence, and the Government personnel 
entrusted with negotiation and procurement were, of 
necessity, too few and too overburdened to follow the 
normal procedures of careful procurement. There was 
simply no time to collate and check the cost information 
which in less abnormal times would be required; and, of 
course, such cost information pertinent to wartime pro- 
duction was frequently nowhere obtainable. 


(c) The conversion of peacetime facilities to war work 
meant that cost data for the new production were un- 
available, even for established plants. And in the hun- 
dreds of new plants producing war goods, only the 
roughest guess as to the costs of manufacturing which 
would be experienced during actual production could be 
made. Marginal producers, and those with no experience 
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with the product or with the greatly increased quantities 
they would be called upon to produce, had to be used. 


(d) War on the scale and under the conditions we are 
fighting calls for unceasing development, production, use, 
and improvement of countless new supplies and weapons. 
The demands of amphibious warfare, for instance, led to 
the development of amphibian boats and cargo carriers. 
The mechanization of modern warfare forced the develop- 
ment and rapid production of such items as tanks and 
motorized gun carriers as well as of the weapons em- 
ployed against them: anti-tank guns and grenades, armor- 
piercing ammunition, self-propelled mounts, and anti- 
aircraft guns. The spurt and rapid changes in aircraft 
development [145] are common knowledge, as the growth 
of communication and detection devices. Changes in de- 
sign and materia] also frequently resulted from shortages 
of previously used components. The use of steel had to 
be severely limited wherever a less critical material could 
be substituted. Motor vehicle cargo bodies, for example, 
were converted from steel to wood. Acute shortages of 
copper and brass led to other changes in accepted design. 
Great use was made of plastics in order to release critical 
metals. This activity can be partly epitomized in the 
summary statistic that during the fiscal year 1942 ap- 
proximately 1,200 Army specifications were reviewed, and 
revised or approved; and about 425 specifications were 
completely cancelled. 


(e) Material and labor shortages were acute in the 
spring of 1942. The consequence was that it was gen- 
erally difficult, except within the widest limits, to estab- 
lish accurate schedules for the production of supplies. 
The Army's requirements had to be drastically reduced, 
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in the months from February to June 1942, because of 
these factors, and these changes and reductions were 
reflected in the War Department’s procurement program. 
An equally important consequence was the difficulty of 
gauging both the costs and the time of performance be- 
cause of the shortages and anticipated rise in the costs of 
labor and materials. 


15. All these factors made advance pricing a hap- 
hazard process in which the war procurement agencies 
could put little trust. The situation with which we were 
faced is well summarized in the following two statements 
(one by a Government agency and the other by a large 
war contractor) with which I am in full accord and 
which I believe to be an accurate description of the pro- 
curement situation as it existed after the coming of the 
war. The following is an excerpt from the Introduction 
to the Renegotiation Regula- [146] tions issued by the 
War Contracts Price Adjustment Board: 


The war program creates problems of procure- 
ment and production unprecedented in scale and 
complexity. War materials of all kinds are required 
in enormous quantities with the greatest possible 
speed. The munitions program expanded with such 
rapidity that contracting officers were hard pressed 
to place contracts in time to meet the accelerated re- 
quirements. In order to avoid delay. they had to make 
contracts without adequate data. Obtaining the ma- 
terial was the first issue. Many contractors were 
asked to produce articles which had never been pro- 
duced before and which were subject to frequent 
change. Others were asked to produce articles which 
were new to them. Still others, who had produced 
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articles in small quantities, were asked to produce 
them in amounts far beyond their previous exper- 
ience. Quantities needed, the rates of delivery and 
specifications had often to be revised in the light of 
experience and the demands of war. Shortages of 
material, priorities, and allocations increased the 
uncertainty of production. 


Besides these circumstances, contractors and con- 
tracting officers were frequently unable to make an 
accurate forecast of costs on which to base prices. 
During the period of transition, costs were certain 
to be high. New facilities had to be obtained, new 
personnel employed and trained to new methods and 
new sources of supply developed. How long this 
would take was itself uncertain. After the contractor 
got into production, greater efficiency, improved meth- 
ods, and increased volume could be expected to reduce 
costs sharply. 


The following are excerpts from a report by the General 
Motors Corporation, in September 1943, to the War 
Department Price Adjustment Board: [147] 


With the advent of the war-production program, 
the automatic check on pricing policy which had been 
furnished by competition during peacetime could no 
longer be relied upon. The Corporation was obliged 
to undertake the manufacture of many products which 
were entirely foreign to its own past operations. In 
many instances, these products had not been produced 
by any manufacturers in the volume contemplated 
by the war program. As a result, there was no 
ready-made yardstick against which the Corporation 
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could measure proposed prices, and it became neces- 
sary to rely largely upon the judgment of the several 
general managers of the operating divisions and the 
Government contracting officers, as well as whatever 
limited experience might be available from other pro- 
ducers, as to the reasonableness of the cost estimates 
and prices submitted. In certain cases, the only prac- 
tical solution of the pricing problem has been to 
insert clauses into contracts providing that prices 
would be reviewed as soon as representative cost 
experience had been obtained as a result of volume 
production. 


Under these circumstances, it has been impossible 
to predict with any degree of certainty what the 
operating results of particular contracts might ul- 
timately be. It therefore became imperative for the 
Corporation to establish as soon as possible a basic 
pricing policy which would take into account these 
unusual conditions and insure that proper and effec- 
tive pricing control would be obtained. In establish- 
ing this policy, the primary considerations were two- 
fold. First, it was recognized that in producing war 
material, the checks of normal competition had been 
removed, and that the peacetime conception of de- 
sirable profit margins, as previously described, had to 
be modified. Second, it was considered essential to 
maintain, as far as possible, the Corporation’s norma! 
method of doing business on a decentralized basis, 
with primary [148] responsibilty for contracting, 
pricing and production resting upon the divisional 
general managers, subject to the over-all general pol- 
WelessGi the Corporation, * | * 
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The policy of taking contracts on a fixed-price 
basis whenever practicable was adopted (despite the 
increased risk) because of the greater incentive to 
efficient operation afforded by this type of contract 
as compared with the cost-plus-fixed-fee type. How- 
ever, it was recognized that the divisions were under- 
taking the production of war materials which were 
not only new to the Corporation, but had not been 
manufactured by any one on a “mass-production” 
basis. Therefore, there was always a possibility that 
initial cost estimates on certain contracts, even though 
they appeared reasonable to the divisional general 
managers and to the Government contracting officers 
at the time the estimates were prepared, might turn 
out to be higher than actual costs of production as 
volume increased, when designs were changed, and 
as manufacturing experience was obtained. * * * 


16. A graphic illustration of the way in which all the 
factors of uncertainty listed above combined to make the 
advance estimation of costs extremely difficult in 1941 and 
1942 is furnished by the experience of the General Motors 
Corporation. That company is one of the largest peace- 
time manufacturers of automotive products, its accounting 
and auditing procedures are superior, and its ability to 
forecast the costs of manufacture of automotive products 
would far outrun that of most other producers. Never- 
theless, as the company itself fully realized (see para- 
graph 15 above), even it was in no position to estimate 
its costs with any acceptable margin of accuracy. General 
Motors accepted contracts containing redetermination pro- 
visions, under which an original price based on the best 
available estimate of costs was established, with revisions 
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made after [149] the costs of a preliminary run of 1,000 
units and a test run of a further 1,000 units were avail- 
able. The price for the remainder of the contract was 
determined on the basis of the test run. The results ob- 
tained under two of these contracts were as follows: 


a. Medium Tank (per unit): 


Mreimalmnice (tmiddle of 1941) ....cc..-cecccesccssssssecesssseceasecesonsseesonteserests $67,401 


Estimated 
redetermined 
value 
Preliminary run (March 1942-December 1942), 1,000 units (in- 


cluding preproduction expPenseS).............ccccccescsesccscsseccserscececarsecesese $50,947 
Test run (December 1942-February 1943), 1,000 units... 39,079 
Remainder (February 1943-August 1942), 1,053 units... 39,285 


b. Light tank (per unit): 


Onicimaleeprice Cset dtringes L941) oo... .....c.cceccecccscesececssecescecsseeseonseecesees $45,000 
Estimated 
redetermined 
value 
Preliminary run (April 1942-October 1942), 1,000 units.............. $34,625.99 
Test run (October 1942-December 1942), 1,000 units... 26,972.96 
Remainder (December 1942-February 1943), 1,266 units................ 28,347.09 
2nd Preliminary run (Feb. 1943-June 1943), 1,000 units................ 24,658.65 


ce. The following table illustrates the sharp decrease 
in costs following a sharp rise in quantity of production, 
and the gaining of manufacturing experience. The fig- 
ures represent revisions of General Motors Corporation’s 
price for the .50 cal. heavy barrel machine gun: 


Units Price 
Original price (Aug. 1941-Dec. 1941) oe eeeeeeeee 1,308 $868.07 
ieterevision (Jan. 1942-Mar. 1942) .......cs.ccccsccecces 2,830 632.55 
2nd revision (Apr. 1942-May 1942) .oecesssssseseseeeeseeees 3,247 532.00 
3rd revision (May 1942-Sept. 1942) wus ecesseeceeeee 14,717 413.60 


10th revision (June 1943-Aug. 1943) oc escesscesssseeces 3,500 300.59 
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17. Faced with these difficulties of estimating produc- 
tion costs and also with the pressing need for speed in 
procurement, the War Department naturally chose to em- 
phasize. after December 7, 1941, the speedy placing of a 
mass of contracts. Pressure to obtain supplies was al- 
ready great before the attack [150] on Pearl Harbor, but 
thereafter it was made even clearer to contract officers 
that they were expected to place the increasing load of 
orders assigned to them with the least possible delay. The 
war would not rest to allow proper negotiation, and the 
War Department made it clear that the primary goal was 
speed in obtaining the necessary equipment and supplies. 
Illustrative is P. & C. General Directive No. 8,’ issued 
January 14, 1942 (attached hereto as Exhibit B), which 
stated that ‘‘price is a secondary consideration as com- 


’ 


pared with speed and efficient production,” and “speed in 
placing orders now authorized is important, but speed 
of production as a whole during the next 18 months is of 
even greater importance. * * * War calls for the same 
boldness and imagination in procurement as it does in 
meeting combat conditions in the field.” War Production 
Board Directive No. 2. March 3, 1942, placed “primary 
emphasis * * * upon securing delivery in the time re- 
quired by the war program.” P. B. General Directive No. 
34, dated April 9, 1942, which coordinated War Depart- 
ment rules concerning purchases, reiterated the WPB 


'P, & C. General Directives were issued, under my direction, 
by the Purchases and Contracts Branch of the Office of the Under 
Secretary of War; this branch later became the Contract Division, 
and the directives were entitled CD General Directives; in 
March 1942, the unit became the Purchases Branch, Procurement 
and Distribution Division, Headquarters, Services of Supply, and 
the directives were entitled PB General Directives. 
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standards and added that in giving effect to these policies 
“it is recognized that it may be necessary to purchase at 
other than the lowest price offered.” 


18. To implement this policy of speedy procurement, 
and at the same time to adjust, as best it could, to the 
conditions of wartime production, the War De- [151] 
partment adopted several procurement devices and policies. 


a. Peacetime War Department procurement, with cer- 
tain exceptions, was accomplished through advertising 
for bids. At the beginning of the general emergency it 
was foreseen that this method would prove impracticable 
for emergency procurement, and the Act of July 2, 1940 
(Public No. 703, 76th Congress) authorized contracting 
without advertising for national-defense purposes. This 
authority was widely used for the purchase of such sup- 
plies as aircraft and tanks, but in many fields it was be- 
lieved that the Government could still avail itself of the 
safeguards of letting contracts by advertising. After the 
declaration of war, however, it was seen that negotiation 
would have to supplant advertising almost entirely. The 
increased need for speed in procurement, the necessity of 
employing even high-cost producers, the unfamiliarity of 
most contractors with the products or the quantities they 
were called upon to manufacture, and all the uncertainties 
of the period described above, combined to render adver- 
tising unsuitable to wartime procurement. Accordingly, 
on December 16, 1941, the Secretary of War issued a 
directive broadly extending the authority to make pro- 
curements without advertising, and by directive of De- 
semper 17, 104! (P. & C. General Directive No, 81) | 
ordered “that the authority to place orders without ad- 
vertising be utilized in all cases where that method of 
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procurement will expedite the accomplishment of the war 
effort.” The First War Powers Act of 1941 (approved 
December 18, 1941), and Executive Order No. 9001, 
issued December 27, 1941, confirmed and extended the 
power to make contracts by negotiation, and thereafter 
the use of that method became dominant in Army pro- 
cure- [152] ment. On March 3, 1942, War Production 
Board Directive No. 2 required all of our war contracts 
to be negotiated (unless specific authority to advertise 
were granted), and on March 4, 1942, this rule was made 
effective in the War Department by CD General Directive 
INGwZ5 


b. Speed in procurement and the utilization of all avail- 
able producing facilities required decentralization of pro- 
curement, increased subcontracting, and widespread dis- 
tribution of war orders. (1) Prior to December, 1941, 
considerable decentralization had been effected: the limits 
of the dollar amounts of contracts which could be ap- 
proved by echelons below the office of the Under Secre- 
tary of War had gradually been raised to $500,000. On 
December 16, 1941, the Secretary of War directed a 
sweeping decentralization of procurement, and on the next 
day T issued P. & C. General Directive No. 81, empower- 
ing the chiefs of the supply arms and services to approve 
contracts up to $5,000,000, and authorizing them to de- 
centralize still further. This directive stated that “In 
order to enable orders to be placed in the quickest pos- 
sible time, it is desired that chiefs of supply arms and 
services decentralize to their field agencies the actual work 
of procurement and the placing of awards and contracts 
to the greatest extent compatible with efficiency and proper 
safeguarding to the public interest.” (2) Subcontracting 
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had also been fostered from the beginning of the emer- 
gency, since it was foreseen that full defense production 
could not otherwise be achieved. With the outbreak of 
the war, P. & C. General Directive No. 8, dated January 
14, 1942 (Subject: ‘Selection of Contractors for war 
production’), strongly eniphasized this need and required 
procurement officials to insist upon subcontracting: ‘The 
heavy procurement program and need for speed in pro- 
[153] duction make vital the best utilization of every 
facility.” (3) For the same reasons, the policy of the 
widespread distribution of defense orders was adopted. 
This policy was partially crystallized in War Production 
Board Directive No. 2, March 3, 1942, which stated 
‘that contracts shall be placed so as to conserve, for the 
more. difficult war-production problems, the facilities of 
concerns best able, by reason of engineering, managerial, 
and physical resources, to handle them. Accordingly, con- 
tracts for standard or other items which involve relatively 
simple production problems shall be placed with concerns, 
normally the smaller ones, which are less able to handle 
the more difficult war-production problems.” 


c. Letters of Intent were used early in the emergency 
to expedite production. Through use of this form of 
contract, the contractor could begin manufacturing the 
needed supplies before agreement had been reached on a 
definite price, or the full extent of the procurement de- 
termined. The slightly different letter contract form was 
authorized in May and June 1941, for the same purpose. 
On December 17, 1941, there was issued at my direction, 
P. & C. General Directive No. 88, which ordered the more 
extensive use of letter contracts “in the interest of ex- 
pediting procurement.” On January 16, 1942, revised let- 
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ter contract forms were issued, and on January 13, 1942, 
a letter purchase order (to replace the letter of intent) 
was issued and its use directed by contracting officers 
“where the necessity for the supplies is so urgent as to 
render prior negotiations in respect to price, schedule of 
deliveries, or other terms impracticable, or where negotia- 
tions in respect thereto have failed to result in an agree- 
ment” (P. & C. General Directive No. 5). These policies 
were emphasized to the contracting personnel by the 
various supply arms [154] and services. For instance, the 
Signal Corps directed (April 20, 1942) thateintiomeds: 
in which time was of the essence should the selection of 
a satisfactory contractor be delayed to await agreement on 
the price; “if immediate agreement cannot be reached on 
the price, a letter purchase order or a letter of intent 
should be issued to the contractor selected, so that pro- 
duction can be initiated pending the negotiation of price.” 
Pursuant to these directions, these contract forms were 
used in great number throughout the War Department. 


19. Contractual devices were also adopted in an at- 
tempt to overcome the insistence of contractors on cover- 
ing all the contingencies of wartime production into their 
prices. 


a. One means, of course, of eliminating the probability 
of excessive profits and of typing the contract price to 
actual costs is the cost-plus-fxed-fee form of contract. 
The Act of July 2, 1940, authorized the use of this form, 
and War Department directives of the same day per- 
niitted its use when ‘‘deemed necessary in the interest of 
the United States in order to accomplish or expedite the 
national defense program.” But this form of contract 
has never been favored by the War Department, for the 
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reasons that it offers no financial incentive to control or 
reduce costs and that it requires an inordinate amount of 
auditing and paper work. However, its use was found 
necessary in some cases. P. & C. General Directive No. 
81, dated December 17, 1941, provided that “contracts 
will be negotiated on a cost-plus-a-fixed-fee basis only 
when the use of that form of contract is essential.” 
Later directives have continued and strengthened that 
policy and have consistently urged the conversion of 
cost-plus-fixed-fee contracts to the fixed-price basis. [155] 

b. Another attempt to meet the objections of suppliers 
who felt that they could not quote firm prices because of 
anticipated rises in material and labor costs, were es- 
calator—price adjustment clauses. On September 17, 1941, 
the War Department approved a price adjustment (es- 
calator) article to be used ‘‘only in exceptional cases where 
the facts justify their use.” (P. & C. General Directive 
No. 48.) It was expressly required that all contracts 
containing the escalator clause also include an article pro- 
viding for termination of the contract for the conveni- 
ence of the Government. On December 17, 1941, P. & C. 
General Directive No. 86 issued certain amendments, 
mainly concerning indirect labor and material costs, to 
the approved clauses. Copies of these two directives (in- 
cluding the escalator clauses) are attached hereto as Ex- 
hibits C and D. Escalator clauses present some of the 
undesirable features of cost-plus contracts. Their ad- 
ministration is complex, and they require extensive ac- 
counting and auditing. 


These devices were not favored by the War Depart- 
ment, for the reasons I have stated. By themselves, they 
were not satisfactory or effective methods for confining 
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profits to reasonable levels or for decreasing production 
costs. Other means of attaining these ends had to be 
developed. 


Need for Renegotiation and Profit Limitation and 
Measures to That End 


20. At the beginning of the limited emergency in 1939, 
the only applicable statutory limits on profits from the 
sale of military or naval supplies were contained in the 
Vinson-Trammel Act of March 27, 1934, as amended 
(relating to naval vessels) and the Merchant Marine Act 
of 1936, as amended (relating to [156] construction ot 
merchant ships). The Act of April 3, 1939, extended 
percentage profit limitation to cover Army aircraft con- 
tracts. The percentage of profit allowed to contractors 
was lowered to approximately 8% by the Act of June 28, 
1940, but the Second Supplemental National Defense Ap- 
propriation Act, 1941, enacted September 9, 1940, pro- 
vided that as to aircraft the old limitation of 12% was 
to prevail. 


21. Manufacturers of war products, particularly air- 
craft manufacturers, asserted that they could not take 
Government contracts in the face of these profit limita- 
tions. Many subcontractors were reluctant to work for 
them under Government prime contracts at 8% or 12% 
when they could make 15% or 20% working for civilian 
manufacturers. Moreover, many subcontractors were un- 
willing to take contracts which involved the necessity of 
keeping claborate cost records subject to Government 
audit. It was therefore decided that the Vinsommumen 
would have to be suspended, and that an excess profits 
tax should be levied. Accordingly, the Second Revenue 
Act of 1940, containing the excess profits tax, suspended 
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the profit limitation statutes applicable to Army and Navy 
contracts entered into after December 31, 1939, or un- 
completed on that date by contractors and subcontractors 
subject to the new excess profits tax. Thereafter, until 
the passage of the Sixth Supplemental National Defense 
Appropriation Act of 1942, the only statutory provisions 
concerning war or defense contracts were those of the 
excess profits tax. 


22. From the beginning of 1942, officials of the War 
Department were aware that a necessary result of the un- 
stable purchasing conditions of war procurement would 
be the accumulation by many contractors and [157] sub- 
contractors of excessive profits which would not be 
siphoned off by the existing tax legislation. Publica- 
tion of financial reports of war contractors for 1941 in- 
dicated the tremendously increased profits derived from 
the more limited detense program. The decision of the 
Supreme Court in United States v. Bethlehem Steel Cor- 
poration, 315 U. S. 289, decided in February 1942, re- 
emphasized the extent of the profits which had been made 
in World War I. On March 23, 1942, the Naval Affairs 
Committee of the House of Representatives conducted a 
hearing on the defense profits of Jack & Heintz, Inc. 
(Hearings before the Committee on Naval Affairs, House 
of Representatives, 77th Cong., 2d Session, pursuant to 
He Res. 162, Vol. 1). and the information divulged at 
that hearing on the exorbitant profits made by that con- 
cern received wide publicity. Other information of the 
same character was developed by the Naval Affairs and 
other Congressional Committees and was made available 
to the War Department. The War Department and at 
least one of the supply services (the Signal Corps) es- 
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tablished rudimentary cost analysis units to study the 
manufacturing cost, of Army suppliers, and preparations 
were made to review and check contract prices. 


23. The need for eliminating excessive profits obtained 
from war production is as paramount as it is obvious. 
Excessive profits mean increased tax and war loan burdens 
on the public and increased pressure toward inflation. 
Undue profit margins are also a cushion for wasteful and 
costly manufacture. Perhaps most important is the de- 
structive effect of excessive war profits upon the morale of 
men in the armed services and of civilian workers. The 
sharp reaction to war profits which occurred after World 
War I is eloquent testimony of the significance of this 


factor, [153] 


Voluntary Renegotiation 


24. During the defense period, prior to December 7, 
1941, there had been a certain number of voluntary re- 
funds and price reductions by defense contractors. In 
June and July, 1941, War Supplies, Ltd., the Canadian 
Government corporation through which the United States 
purchases in Canada, agreed to refund to the War De- 
partment all profits over 10% of cost. In October 1941, 
it was found advisable to issue a directive on the taxable 
character of sums received by contractors but voluntarily 
refunded to the United States. P. & C. General Directive 
No. 54, October 7, 1941, stated that: “From time to time 
a contractor with the Government discovers that his 
profits are larger than he had at first estimated, and de- 
sires to refund the excess to the United States. Under 
these circumstances, certain contractors have hesitated 
least in making the refund they subject themselves to a 
tax penalty, either through paying or having paid income 
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taxes on the profits received or through being forced to 
pay a gift tax on any refund.” But voluntary renegotia- 
tion took on much greater scope in early 1942. 


25. On the same day that they appeared before the 
Naval Affairs Committee (March 23, 1942), officials of 
Jack & Heintz, Inc. met with procurement officials of 
the War Department for the purpose of reviewing the 
Company's Army contracts. It was agreed that the con- 
tractor would reduce its prices on its various contracts, 
totaling somewhat over $50,000,000, by an over-all amount 
slightly in excess of $10,000,000. On March 28, 1942, our 
procurement officials met with officials of Continental Mo- 
tors Corporation to review that company’s aircraft con- 
tracts. After’ negotiations, the company voluntarily 
agreed to reduce its prices on existing contracts by a 
total of $40,000,000. A third [159] such meeting, on 
April 6th, with the Sperry Corporation resulted in a 
voluntary reduction of about $100,000,000. 


26. Other voluntary renegotiations were effected in the 
first quarter of 1942. A number of contractors expressed 
their willingness to adjust their prices to reflect actual 
costs, as they developed, and to restrict their profits to 
proper wartime levels. 


a. Prior to May, 1942, General Motors Corporation 
had made voluntary price reductions running into more 
than $200,000,000, according to its own figures. One ex- 
ample follows: In a contract made in August 1941 for 
8,000 aircraft engines, the Allison Division of General 
Motors included contingency reserves in the unit prices 
but stated that 1f excessive profits developed during the 
course of performance it would be willing to grant re- 
ductions on undelivered engines. In December 1941 and 
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January 1942, the War Department received information 
that costs were lower than anticipated. Renegotiation dis- 
cussions were begun with the contractor, and on March 
30, 1942, it offered to refund approximately $20,000,000 
to the Government. 


b. In June 1941, Republic Aviation Corporation under- 
took to manufacture 125 P-43A airplanes, over a period 
of some ten months, at a stated unit price. The Govern- 
ment’s negotiators believed that the agreed price might 
lead to excessive profits. The contractor’s representatives, 
though believing that the price was not too high, orally 
agreed that if profits in excess of 10 or 11 percent were 
made, the company would either voluntarily reduce its con- 
tract price or would construct an experimental plane for 
the Government without cost. On December 10, 1941 the 
contractor informed the Government that its profit on the 
contract would probably exceed the stipulated amount 
and |160] suggested that it furnish the experimental air- 
plane. The War Department was not interested in the 
experimental airplane, and after further cost figures in- 
dicating excessive profits became available, the contractor 
offered an acceptable voluntary price reduction of 


$1,445,370.00. 


c. In April 1942, information became available that 
Beech Aircraft Corporation was making a profit of ap- 
proximately 33% on its airplane contracts. On April 16th 
and 17th the Company agreed to review the contract 
prices, and shortly thereafter price reduction agreements 
were consummated. 


d. Similarly, in April 1942 discussions were begun with 
Cessna Aircraft Corporation, Bendix Aviation Corpora- 
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tion, and some other contractors, which resulted in price 
reductions. 


27. In March 1942, the War Department determined to 
establish formal price renegotiation machinery, and plans 
were drawn for a Price Adjustment Board to negotiate 
with contractors for reduced prices where excessive profits 
had been or were likely to be secured. On March 27, 1942 
there was prepared in the War Department a tentative 
memorandum outlining the policy and procedure of the 
putative War Department Price Adjustment Board. The 
purpose of the Board, its operating policies, and method 
of operations were set forth, as well as a list of factors 
to be considered in determining the reasonableness of 
profits. A copy of this memorandum is attached as 
Exhibit E. To be noted is the similarity between the 
factors listed as governing profits reasonableness in 
this memorandum, in the Joint Statement by the War, 
Navy, and Treasury Departments and the Maritime 
Commission, dated March 1943, and in the Renegotia- 
tion Act, as amended and reenacted in the Revenue 
Act of 1943. This memorandum of March 27th was 
not published nor was it [161] issued officially, but 
use was made of it in voluntary renegotiations conducted 
by the War Department. At the meeting of March 28th 
with Continental Motors Corporation (see paragraph 25 
above) this memorandum was read to the contractor’s 
representatives as a preliminary and tentative statement of 
War Department policy on excessive profits. 


28. Title XIII of the Second War Powers Act, en- 
acted March 27, 1942, conferred upon the Government 
authority to inspect the plants, books, and records of war 
contractors. On April 10th, the President issued Execu- 
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tive Order 9127 (‘‘Designating the Departments and 
Agencies to Inspect the Plants and Audit the Books and 
Records of Defense Contractors under Title XIII ot 
the Second War Powers Act, 1942’) in order “to prevent 
the accumulation of unreasonable profits, to avoid waste 
of Government funds, and to implement other measures 
which have been undertaken to forestall price rises and 
inflation.” Under this order, the cost analysis units in 
the War Department were expanded and strengthened, 
and a new basis was laid for ‘price adjustment boards. 


29. The Under Secretary of War, the Under Secretary 
of the Navy and the Chairman of the Maritime Commis- 
sion (with the approval of the Chairman of the War Pro- 
duction Board) agreed to establish price adjustment boards 
within the three agencies in order to advise and assist 
procurement officials “in securing adjustments or refunds 
in instances where it is determined that costs or profits of 
contractors are, or may be, excessive for any reason.” A 
copy of this memorandum is attached as Exhibit F. Plans 
for such a board in the War Department had been pro- 
ceeding meanwhile and on April 25th, Lieutenant General 
Brehon Somervell, Commanding General of the Services 
of Supply, formally established such a price [162] ad- 
justment board, with my approval. A copy of his memo- 
randum is attached as Exhibit G. 


30. A corollary to the establishment of these pro- 
cedures for voluntary renegotiation, without specific con- 
tractual or statutory basis, was the development of con- 
tract clauses looking toward the renegotiation or rede- 
termination of prices after partial or complete perform- 
ance. The problem was submitted to a committee of 
representatives of the War Production Board, the War De- 
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partment and the Navy Department and resulted in the 
preparation of two contract clauses. One, known as the 
“redetermination clause,’ was designed to permit auto- 
matic adjustment downward in price on the basis of 
actual cost experience during a “test run’ early in the 
performance of the contract. The other contract provision, 
originally known as the “renegotiation clause,’ was de- 
signed to permit adjustment of the price either upward 
or downward in the light of actual cost experience after 
part performance, as soon as reasonably reliable cost 
estimates were feasible. These articles were promulgated 
for us in War Department contracts by P. B. General 
Directive No. 31, dated March 13, 1942, a copy of which 
is attached as Exhibit H. One of the purposes of the new 
clauses can be gained from the opening statement of the 
directive that “It is essential to eliminate all delays in the 
production of items immediately required which result 
from the time required for the negotiation of fixed price 
contracts.” 


Statutory Proposals 


31. The Congress was, of course, also concerned with 
the probability that excessive profits would be made by 
many war contractors, despite the excess [163] profits 
tax. The disclosures at committee hearings and the profit 
information available was thought to require legislative 
action. In March 1942, a bill was introduced to establish 
a rigid profit limitation of 6% on war contracts. On 
behalf of the War Department, I opposed this proposal 
before the Committee on Naval Affairs of the House of 
Representatives (March 19, 1942), and Mr. Donald Nel- 
son opposed it on behalf of the War Production Board 
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(March 24, 1942). (ilearings before the Committee on 
Naval Affairs, House of Representatives, 77th cong., 2nd 
Session, on H. R. 6790, pp. 2473-2475, 2577-2578.) Mr. 
Nelson and I pointed out that the bill, 1f enacted, was 
likely to interfere with war production, especially by delay- 
ing the conversion of small business to war work and also 
by forcing the increased use of the cumbersome and waste- 
ful cost-plus-a-fixed-fee contract. We also pointed out 
that a fair percentage of profit was not solely a function 
of the cost of performance but depended upon such fac- 
tors as turn-over, volume of business, amount of invested 
capital, financial structure, time of performance, and con- 
tribution to increased efficiency. Depending upon these 
factors, and particularly upon dollar volume of business, 
a 6% profit might be far too large or far too small. At- 
tention was also called to the impossibility, under the flat 
percentage system, of allowing the recoupment of losses. 
At the same time, I stressed to the Committee that the 
War Department recognized its “plain duty to take every 
practicable step to prevent contractors from obtaining 
excessive and unconscionable profits,’ and I described the 
cost analysis and price adjustment projects which were 
then being formulated (see pars. 27-29 above), and the 
price redetermination and re- |164] vision clauses which 
had been authorized (see par. 30 above). This profit 
limitation bill, to which I expressed the War Department’s 
opposition, was not acted upon by the House of Repre- 
sentatives. 


32. On March 28, 1942, Congressman Case offered on 
the floor of the House of Representatives two profit- 
limitation amendments to the Sixth Supplemental National 
Defense Appropriation Bill. His first proposal was that 
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no final payment on a war contract be made by the Gov- 
ernment ‘until the contractor shall have filed with the 
procuring agency a certificate of costs and an agreement 
for renegotiation and reimbursement satisfactory to the 
Secretary of War or the Secretary of the Navy, as the 


> 


case may be.’’ This amendment was subject to a point of 
order, and Congressman Case then offered a substitute 
amendment providing that final payment was not to be 
made “to any contractor who fails to file with the pro- 
curing agency a certificate of cost and an agreement 
for renegotiation of contract and reimbursement of profits 
in excess of 6 per cent.” This amendment was adopted 
by the House of Representatives without debate. Mr. 
Case has stated that his proposals were modeled, in part, 
upon the renegotiation clauses developed by the procure- 
ment agencies (see par. 30 above). See Hearings before 
the Subcommittee of the Committee on Appropriations, 
 ecetiaie, //thpCong., 2nd Sess. on H. R. 6868, pp. 
89-92, 211-2. 


33. At a hearing held on March 31 and April 1, 1942, 
by a subcommittee of the Senate Committee on Appro- 
priations, on the Sixth Supplemental National Defense 
Appropriations Bill for 1942, representatives of the Gov- 
ernment stated the objections to the Case amendment, as 
it then stood. General Somervell reviewed the factors 
making adequate pricing impossible [165] in many cases 
and described the price adjustment procedures which had 
already been established in the War Department. The 
conumittee was informed that a Cost Analysis Section and 
a Price Adjustment Board had been set up and were at 
work and tentative policies and procedures had been laid 
down (Hearings pp. 24-25). The approved “redetermina- 
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tion” and “renegotiation” contract articles were also de- 
scribed to this subcommittee and their use explained. 
General Somervell, Mr. Donald Nelson of the War Pro- 
duction Board, and other representatives of the procure- 
ment agencies again stated the objections to an inelastic 
profit-limitation provision of the type of the Case amend- 
ment. It was pointed out that the amount and rate of 
profit should depend—out of fairness to contractors and 
to furnish the proper incentive to reduce costs—on a 
number of factors, such as rapidity of turn-over, develop- 
ment costs, production time, money invested in the busi- 
ness, risks incurred, efficiency of production; a flat per- 
centage limitation lumping all contractors together would 
not only be unfair to many and too generous to others 
but is subject to the very defects which have placed the 
cost-plus contract in disfavor; moreover, the statutory 
percentage of profit which is intended to be a maximum 
tends to become a minimum and contractors believe that 
they are entitled to receive that rate of profit. 


34. The Senate Subcommittee requested the procure- 
ment agencies to supply a substitute for the Case amend- 
ment. On April 2. 1942, General Somervell submitted a 
proposal on behalf of the War and Navy Departments 
and the War Production Board. A copy of this substitute 
proposal is attached as Exhibit I. The suggestion was 
based on the theory that if [166] every contract price 
could be reexamined by the parties in the light of actual 
experience under the contract, it should be possible to elim- 
inate the bulk of excessive profits. Section 403, as finally 
enacted, differs in many respects trom our proposal, but 
it retains the central principle that a fixed percentage 
limitation on profits should not be established. 
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35. The War Department has consistently opposed the 
substitution of a 100% excess profits tax in place of the 
renegotiation statute, for the same reasons for which we 
disapprove a flat percentage limitation on profits from 
war contracts. Our views are stated at length in the re- 
port of the Hearings before a Subcommittee of the Sen- 
ate Committee on Finance on Section 403 of Public Law 
No. 528, September 29-30, 1942, 77th Congress, 2d Ses- 
sion, and the Hearings before the Committee on Naval 
Affairs, House of Representatives, pursuant to H. Res. 
30, June 1943, 78th Cong., Ist Sess. pp. 997-1000. The 
Introductions to the Renegotiation Regulations of the War 
Contracts Price Adjustment Board and to the Joint Re- 
negotiation Manual approved by the Joint Price Adjust- 
ment Board also contain statements on this point with 
which the War Department is in accord. In brief, the 
major objection to a 100% excess profits tax is that it 
would remove all incentive to reduce costs or promote 
efficiency, and in this respect would tend to increase the 
cost of war procurement through the waste of manpower 
and resources so as to counterbalance any gain in tax 


collections. 


36. The War Department has found that the Renego- 
tiation Act is the most satisfactory and effective method 
of eliminating excess profits on war contracts. The De- 


partment has vigorously opposed the repeal of the stat- 


ute. [167] 
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Contracts on Which Final Payment Had Not Been Made 
on April 28, 1942 


37. At the end of April 1942, the following amounts 
were obligated for contracts, but unexpended, by the Navy 
Department and the three major procurement services of 
the War Department: 


Army Air Porces COMmtracts, OVER. .c.-..-1.:0.-.40.1-- cise $16,700,000,000 
Ordinance Department comtracts;) Ovetercc--ccrce eee 10,000,000,000 
FEMG@IMeerS COMEFACES, OVET -...--csccseccoc-cse-ocereesSeceascse-ocseesssss 4,000,000,000 
NG@VY COMUTACKS, “OVER scisccccosescccecnn-csemc-ve an ssseence eee 18,000,000,000 

"Tota WO ver nee eee See 48,700,000,000 


These figures concern only the agencies listed; they do 
not include subcontracts; nor do they include sums ac- 
tually paid prior to April 28, 1942, on contracts on which 
final payment was not made until after that date. The 
figures do, however, include sums owing on some contracts 
exempt from renegotiation under the statute, but such 
sums are relatively small. 


38. On the whole, it is certain that, on April 28, 1942, 
there were outstanding uncompleted war contracts in a 
total figure considerably in excess of 50 billion dollars 
which would have been exempt from renegotiation if the 
statute had net been made applicable to contracts existing 
on April 28th but with respect to which final payment had 
not been made by that date. 


39. It is impossible to give more than the most general 
data concerning the life of the uncompleted contracts in 
existence on April 28, 1942. The average time required 
for the construction of the major types of projects (can- 
tonments, airfields, ordnance plants) being constructed 


North American Aviation, Inc., etc., et al. 75 


under the supervision of the Corps of Engineers in April 
1942 was from 7 to 18 months. A substantial proportion 
of the Ordnance contracts placed during the first four 
months of 1942 extended for over six months; some of 
these contracts con- [168] templated production extending 
Over a period as long as two years. The Navy Depart- 
ment estimates that at least one-third of its funds which 
were obligated but unexpended on April 30, 1942, repre- 
sented contracts requiring 12 months or longer for per- 
formance. 


Excessive Profits Eliminated By Renegotiation 


40. As of September 19, 1944, 34,966 contractors had 
been assigned for renegotiation with respect to fiscal years 
ending during the calendar year 1942. As of the same 
date, 35,200 contractors had been assigned for such re- 
negotiation with respect to fiscal years ending during the 
calendar year 1943. Of the cases assigned with respect 
to fiscal years ending in the calendar year 1942, relatively 
few remain uncompleted; and the renegotiation agencies 
are well along toward completion of the cases assigned 


with respect to fiscal years ending in the calendar year 
1943. 


41. As of September 22, 1944, in 7,949 cases excessive 
profits had been determined by agreement between the 
contractor and the Government, and at that date in 207 
cases excessive profits had been determined by unilateral 
action by the Government without the agreement of the 
contractor. Thus, 97.5% of the cases in which excessive 
profits had been determined involved bilateral agreements 
in which the contractor joined. These figures do not in- 
clude the cases, of which there are a large number, in 
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which no excessive profits were found or in which the 
renegotiation proceedings were cancelled as the result of 
information indicating no excessive profits. It should be 
noted, too, that the number of contractors affected by the 
bilateral agreements exceeds the number of 7,949, since 
many of these agreements affect groups of parent and 
subsidiary corporations. [169] 


42. It is impossible at the present time to give com- 
plete figures as to the dollar volume of the sales covered 
by the cases in which excessive profits have been deter- 
mined. As of September 16, 1944, in the 7,733 cases 
concluded by bilateral agreement or unilateral determina- 
tion (excluding Army construction contracts), the aggre- 
gate renegotiable sales of the contractors affected (prior 
to adjustment for excessive profits eliminated) were $30,- 
975,405,000. Excessive profits eliminated in these cases 
amounted to $3,586,652,000. In addition, approximately 
$57,000,000 in excessive profits had been recovered from 
construction contractors assigned to the Chief of En- 
gineers for renegotiation. These figures do not take ac- 
count for reductions in Federal taxes occasioned by the 
elimination of excessive profits through renegotiation. 


43. The figures in the preceding paragraph do not in- 
clude excessive profits eliminated (a) by refunds made 
to contracting officers prior to and unrelated to statutory 
renegotiation, (b) by reduced prices with respect to future 
performance or deliveries under existing contracts, or 
(c) by reduced prices under new contracts. No statistical 
data are available as to the amounts of excessive profits 
so eliminated or prevented, but they have been substantial, 


and run into many hundred millions of dollars. 
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44. The data contained in paragraphs 40 to 43 cover 
renegotiations carried on by all agencies and not merely 


those in which the War Department is interested. 


Renegotiation Procedure 


45. From the very beginning of statutory renegotiation 
by the War Department, the attempt has always been 
made to secure the full cooperation of the contractor in 
the process of renegotiation. It has been [170] the uni- 
form practice to explain the purposes, policies, and meth- 
ods of renegotiation to contractors and to elicit their par- 
ticipation both in the furnishing of information and in 
the drawing up of an agreement as to excessive profits. 
Although Title XIII of the Second War Powers Act, 
1942, grants the Government certain powers to secure 
the pertinent records and data, on which renegotiation 
must be based, from recalcitrant contractors, we have al- 
ways sought to obtain this information voluntarily, and 
without unduly hampering the contractor’s activities. Sim- 
ilarly, although the statute empowers the renegotiation 
agencies to determine excessive profits unilaterally, it 
has always been our policy to renegotiate, in the literal 
sense, and to seek a bilateral agreement with the con- 


tractor, whenever possible. 


46. In most cases, renegotiation in the War Department 
(for fiscal years ended on or prior to June 30, 1943) 
was conducted initially by Price Adjustment Sections of 
the Technical Services (e.g., Ordnance Department, Sig- 


nal Corps, Chemical Warfare Service) and the Army 
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Air Forces. If the initial renegotiation proceedings did not 
result in an agreement with the contractor, or if a bilateral 
agreement was proposed in cases where the contractor’s 
gross sales were more than $10,000,000, the case was al- 
ways referred to the War Department Price Adjustment 
Board. I am advised that the Board, in every case in 
which a contractor requested a meeting with represen- 
tatives of that Board, accorded the contractor that oppor- 
tunity. Until April 12, 1945, if an agreement could not 
be reached between the representatives of the Board and 
the contractor, the case was then referred, together with a 
full report, to me as Under Secretary of War. It was 
my practice to refer such case, for initial review, to one of 
my principal assistants, not otherwise connected with re- 
negotiation. This assistant invariably allowed the con- 
tractor, upon the latter's request, to meet with him before 
he made any [171] recommendation to me; and in this 
meeting the contractor could present any pertinent mate- 
rial not previously furnished and discuss the matter from 
the contractor's point of view. I personally made the final 
determination that excessive profits had been made in 
every case in which a unilateral determination was signed 
by me. The last hearing conducted by an assistant of 
mine under this procedure was held on April 12, 1945. 
On April 11, 1945, I delegated to the Chairman of the 
War Department Price Adjustment Board the power to 
make unilateral determinations under the Renegotiation 
Act. I am informed that, pursuant to that delegation, 


the War Department Price Adjustment Board has es- 
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tablished a Determination Committee consisting of the 
six War Department members of the Board. That Com- 
mittee, as I am informed, has granted and will grant 
contractors an opportunity for a meeting with two mem- 
bers of the Committee, appointed by the Chairman for 
that purpose, before a final determination is made in any 
case where the Committee disapproves the determination 
recommended by the representatives of the Board who met 
with the contractor initially. In sum, opportunity is al- 
ways afforded the contractor for discussions with repre- 
sentatives of the renegotiating agency and the presenta- 
tion of pertinent data and argument. No unilateral 
determination has ever been made without the contractor’s 
having been offered the opportunity, at some stage and 
in substantially all cases at several stages in the renego- 
tiation process, to present his views and discuss the 


matter. 


Robert P. Patterson 
ROBERT P. PATTERSON. 


Sworn to and subscribed before me this 3rd day of 
August, 1945, 


| SEAL] EDWARD L. DAVIS. 
Notary Public, D. C. 


My Commission Expires July 14, 1946, [172] 
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W. P. B. RECORD OF MONTHLY AWA ao. 


PRIME WAR SUPPLY CONTRA 


Total 


Number of contracts 


Aircraft 


40 
62 
78 
97 
94 
116 


132 
136 
162 
187 
114 
143 


Ships 


156 
165 
161 
197 
126 
171 


Ordnance All others 


202 
264 
223 
305 
321 
384 


836 
710 
765 
795 
459 
439 


Value (millions of dollars) 


92 
688 
386 

1,264 
261 
985 


2,435 
3,628 
1,440 
1,234 
1,337 

937 


551 
636 
436 
569 
461 
1,150 


4,015 
1,891 
1,842 
1,808 
1,530 
1,709 


842 
949 
1,107 
1,373 
1,084 
13322 


2,488 
2,645 
3,100 
3,687 
2,898 
2,904 


285 
281 
353 
464 
495 
589 


914 
889 
1,333 
1,659 
1,216 
1,404 


[173] 
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WAR DEPARTMENT 
OFFICE OFTHE UNDER SHGRETARY 
Washington, D. C. 


January 14, 1942. 


PC-E-400.13 (Procurement). 
P. & C. General Directive No. 8. 
Memorandum for: The Chief of the Air Corps. 


The Chief, Chemical Warfare Service. 
The Chief of Coast Artillery. 

The Chief of Engineers. 

The Chief, National Guard Bureau. 
The Chief of Ordnance. 

The Quartermaster General. 

The Chief Signal Officer. 

Whe ourgeon General. 


Subject: Selection of contractors for war production. 


' 1. The heavy procurement program and need for speed 
in production make vital the best utilization of every fa- 
cility. As a limited number of facilities are able to un- 
dertake precision work, care must be exercised in allocat- 
ing only such work to them, each plant to undertake the 
highest caliber of work its equipment can produce. 


2. In awarding prime contracts, great weight must be 
placed upon the contractor’s agreement to subcontract a 
high percentage wherever this is feasible. Unless sec- 
ondary facilities are thus put to work on the simpler 
components, difficulty will later be encountered in placing 
prime contracts calling for precision work. The best 
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results will be obtained by insisting upon such subcon- 
tracting at the time of the award of [174] the prime con- 
tract as efforts to have prime contractors subcontract 
simpler components at a later date may be only partiaily 


successful after work has been started. 


3. In many cases requirement of subcontracting will 
add to the total cost. Price is a secondary consideration 
as compared with speed and efficient production. Reason- 
able increase in price which will speed the program 
through subcontracting is justified. Because of the in- 
crease in price, subcontracting should be taken into account 
in making the award and should be provided for in the 
prime contract. where possible, rather than to assume 


that it can be arranged after the award has been made. 


4, Speed in placing orders now authorized is im- 
portant, but speed of production as a whole during the 
next 18 months is of even greater importance. Accord- 
ingly, under our present decentralized procurement policy 
the chiefs of the supply arms and services and their dis- 
trict procurement offices must exercise their best judgment 
in the matters mentioned in paragraphs 1, 2 and 3 above. 
War calls for the same boldness and imagination in pro- 
curement as it does in meeting combat conditions in the 
held. 

By direction of the Under Secretary of War: 

(Sj). 7fOEN WN. SCHUilEs 


Brigadier General, U. S. Army, 
Director of Purchases and Contracts. [1 


NI 
oat 
bees 
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DET C 


WAR DEPARTMENT 
OFFICE OF THE UNDER SECRETARY 
Washington, D. C. 
September 17, 1941. 
PC-L 162 (Escalator Clause). 
P. & C. General Directive No. 48. 
Memorandum for The Chief of the Air Corps. 
The Chief, Chemical Warfare Service. 
The Chief of Coast Artillery. 
The Chief of Engineers. 
The Chief, National Guard Bureau. 
The Chief of Ordnance. 
The Quartermaster General. 
The Chief Signal Officer. 
The Surgeon General. 


Subject: Price Adjustment Clause 

1. Price Adjustment articles (escalator clauses) will 

be included in supply contracts only in exceptional cases 

where the facts justify their use. In determining the 

justification for the inclusion of such a clause, the follow- 

ing factors, among others, should be given consideration: 

a. The inclusion of an escalator clause should re- 

sult in a lower contract price than if such a clause 

were not included. Before consenting to the inclusion 

of an escalator clause in a contract, the contracting 

officer should satisfy himself that the contractor has 

not included in the contract price any amount to cover 

probable increased direct labor or direct materiais 
costs. 


b. The time required for the performance of the 
contract should be such as to make it im- [176] 
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possible to forecast with reasonable accuracy the 
extent of changes in the direct labor or direct mate- 
rials cost under the contract. Ordinarily the time of 
performance should not be less than six (6) months. 

c. The contract should be of sufficient amount to 
warrant the administrative expenses which would be 
incurred in administering the escalator clause. As a 
general rule, contracts for less than $100,000 would 
not warrant such expenditure. 


2. Attached hereto are copies of the Price Adjustment 
article (escalator clause) as approved by the Under Sec- 
retary of War on September 13, 1941, for use in supply 
contracts hereafter entered into where it has been deter- 
mined that an escalator clause should be included. Any 
deviations from this form will be made only after approval 
in each case by the Under Secretary of War. Requests 
for such approval will be accompanied by a detailed state- 
inent of the facts and reasons justifying such deviation. 

3. All contracts containing this escalator clause will 
also contain an article providing for termination of the 
contract for the convenience of the Government. 

4. It is desired that the foregoing instructions be com- 
municated promptly to all contracting agencies in your 
branch. 

By direction of the Under Secretary of \Vie 


(S) JOHN W. N, SCHUIEe 
John W. N. Schutz, 
Brigadier General, U. S. Army, 
Director of Purchases and Contracts. 
Incls. 
cys. Price Adjustment Clause. [177] 
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Penh @OBeESCALATOR CLAUSE APPROVED BY 
PEE UNDBR SECRETARY G8 SAR, 
SEPTEMBER 13, 1941 


PAMGEICIC.............22---: Price Adjustments. 


Mae total contract price stated in Article.................. 
is subject to adjustment for increases or decreases in direct 
labor and direct material costs in accordance with the 
following method: 


(a) Labor. 


(1) Upon the basis of labor costs prevailing in 
onli , 194.... (hereinafter called the base 
month) the direct labor cost is estimated to be 
ee es... Direct labor, as used herein, 
refers only to the labor of employees of the Contractor 
performed directly on, and properly chargeable to, the 
supplies manufactured hereunder, excluding, but without 
limitation, all executive managerial, supervisory, technical, 
professional, office, clerical and sales employees, but includ- 
ing working foremen, gangbosses and strawbosses. The 
Contractor represents that the above estimated cost is 
based upon a schedule, approved by the Contracting Offi- 
cer, of the kinds or classes of jobs or occupations to be 
charged as direct labor under this contract, and that the 
estimate includes only such jobs or occupations. In com- 
puting the actual direct labor cost for the purposes of 
paragraph (a) (2) and (a) (3) hereof, the cost of kinds 
or classes of jobs or occupations not listed in this schedule, 
a copy of which is attached hereto, shall not be included. 


(2) Atter deliveries under this contract have been 
completed, the estimated direct labor cost set forth above 
shail be apportioned into direct labor cost quotas for the 
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consecutive three-month periods (hereinafter called “quota 
periods”) beginning on the first [178] day of 
at 194...... and on the first day of 
each third month thereafter. This apportionment shall be, 
made by dividing the actual direct labor cost properly 
charged to this contract during each quota period by the 
total actual direct labor cost under the contract, and by 
multiplying the percentage thus obtained for each quota 
period by the total estimated direct labor cost. The result 
shall be the direct labor cost quota for that period. 


(3) Upon the basis of the average hourly earnings in 
the durable goods manufacturing industries compiled by 
the United States Department of Labor, Bureau of Labor 
Statistics, the Government will determine the average 
hourly earning for each quota period by adding the aver- 
age hourly earnings for each month of such quota period 
and dividing their sum by three, and calculations will be 
made of the percentage of change of such average hourly 
earnings for each quota period in comparison with the 
average hourly earnings for the base month. The labor 
cost quota for each quota period will then be multiplied 
by the percentage of change for such quota period, and 
the result will be applied as an increase or decrease in the 
contract price; Provided, That the total of such increases 
in the contract price shall not exceed the amount by which 
the total actual direct labor cost exceeds the total estimated 
direct labor cost, and that the total of such decreases in 
the contract price shall not exceed the amount by which 
the total actual direct labor cost is less than the total 
estimated direct labor cost. 


‘Phe month during which the contracts is executed or perform- 
ance is commenced, whichever is earlier, 
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(b) Materials. [179] 


(1) Upon the basis of materials costs prevailing in the 
base month, the cost of direct materials which the Con- 
tractor will purchase for the performance of this con- 
tract, excluding materials to be used which the Contractor 
has on hand or for which firm price commitments have 
been obtained by him (hereinafter call ‘direct materials 
to be purchased hereunder”), is estimated to be 
SIM: s---.-- (hereinafter called “estimated adjustable 
materials cost”). Direct materials as used herein refers 
only to those materials which go into and become a com- 
ponent part of the Contractor’s finished product and 
which, under the cost accounting system regularly em- 
ployed in the Contractor’s plant, are accounted for by 
direct charges to the particular contract. The Contractor 
represents that the above estimate is based upon a sched- 
ule, approved by the Contracting Officer, of the kinds and 
classes of “direct materials to be purchased hereunder.” 
In computing the actual cost of ‘direct materials to be 
purchased hereunder” for the purposes of paragraphs 
(b) (2) and (b) (3) hereof, the cost of kinds or classes 
of materials not listed in this schedule, a copy of which 
is attached hereto, shall not be included. 


(2) After deliveries under this contract have been 
completed, the “estimated adjustable materials cost’’ shall 
be apportioned into materials cost quotas for the quota 
periods as defined in paragraph (a) (2) above. This 
apportionment shall be made by dividing the total actual 
cost of “direct materials to be purchased hereunder” into 
the portion of such cost properly charged to the contract 
during each quota period, and by multiplying the per- 
centage thus cbtained for each quota period, by the total 
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“estimated adjustable materials cost.’ The result shall be 
the materials cost quota for that period. Direct materials 
shall be [180] charged to the contract for the quota period 
during which the price therefor is determined as between 
the Contractor and the materials supplier; Provided, That 
where commitments are obtained by the Contractor for 
future deliveries at a firm price in excess of the market 
price prevailing at the time such commitments were ob- 
tained, such materials shall be charged to the contract for 
the quota period during which delivery is to be received 
by the Contractor; And, Provided further, That with 
respect to materials which are not identifiable with the 
purchase commitments under which they are acquired, de- 
terminations as to (1) whether the materials employed 
in the performance of this contract were on hand at the 
time the contract was executed, and (2) the quota period 
to which the materials are to be charged and the amount 
of such charge shall, with the approval of the Contract- 
ing Officer, be made on the basis of the accounting system 
regularly employed in the Contractor’s plant. 


(3) The Government will average for each quota 
period the index numbers of wholesale prices for 
isis SR ena hee > compiled by the United States De- 
partment of |abor, Bureau of Labor Statistics for the 
three months included within such quota period, and 
calculations will be made of the percentage of change 
of such average index numbers for each quota period in 
comparison with the index numbers for the base month. 
The materials cost quota for each quota period shall then 


“The index for the commodities group which ineludes the items 
making np the major portion of the “direct materials to be pur- 
chased hereunder.” 
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be multiplied by the percentage of change for such quota 
period, and the result will be applied as an increase or de- 
crease in the contract price; Provided, That the total of 
such increases in [181] the contract price shall not exceed 
the amount by which the actual cost of “direct materials 
to be purchased hereunder” exceeds the total “estimated 
adjustable materials cost,” and that the total of such de- 
creases in the contract price shall not exceed the amount 
by which said total actual cost of “direct materials to be 
purchased hereunder” is less than the total “estimated 
adjustable materials cost.” 


(c) General. 


(1) For the purpose of determining increases or de- 
creases in contract prices, rates of change in average 
hourly earnings and rates of change in the materials 
index number will be calculated to the nearest one-tenth 
of one percent, and there shall be used the latest figures 
which shall have been issued by the Bureau of Labor 
Statistics up to the close of the fourth month following 
the last quota period under this contract. 


(2) Payments for increases, or deductions for de- 
creases in the contract price, resulting from the operation 
of this article, will be made after the completion of the 
calculations of price adjustments in accordance herewith; 
Provided, That the Government may, from time to time 
during the life of the contract, make partial payments on 
account of such increases, subject to such requirements 
as a condition precedent to such payments as the Contract- 
ing Officer may provide; Provided, further, That in this 
event such partial payments shall exceed the amount due 
to the Contractor by the operation of this article, the 
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Government shall deduct the amount of such excess from 
any further payments due under this contract. 


(3) Should the Contractor, during the performance 
of this contract, on account of subcontracting, or other- 
wise, depart from the production methods upon which the 
estimates and schedules of direct labor and direct | 182] 
materials costs were based to such an extent that the use 
of such estimates or schedules will operate to produce an 
unfair adjustment of the contract price, a corresponding 
correction in such estimates or schedules may be made by 
mutual agreement between the Contractor and the Con- 
tracting Officer. In the event of disagreement with respect 
to the need for or extent of such correction, the pro- 
cedure of Article 12 (Disputes) shall apply. 


(4) If this contract is terminated pursuant to any 
provision thereof the contract price shall be adjusted as 
provided above, except that for the purposes of para- 
graphs (a)(2), (a)(3), (b)(2), and (b)(3), the terms 
‘estimated direct labor cost” and “estimated adjustable 
materials cost” shall be understood to refer to that part 
of such costs which corresponds to that proportion of the 
supplies contracted for which is completed and delivered 
by the Contractor, and the terms “actual direct labor 
cost’’ and “actual cost of direct materials to be purchased 
shall refer only to that part of such costs 
which is properly chargeable to the supplies completed and 
delivered. 


, 


hereunder,’ 


(5) The Contractor shall file with the Contracting 
Officer, not later than sixty days after the completion of 
the performance of the work under this contract or after 
its termination, a statement of the actual direct labor 
costs and the actual costs of “direct materials to be pur- 
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)) 


chased hereunder,” certified as correct by an independent 
public accountant approved by the Contracting Officer, 
showing the amounts of such costs properly chargeable 
during each quota period and, in case of termination, the 
amounts properly chargeable to the supplies completed 
and delivered. In determining the total actual direct labor 
cost and the total [183] actual “direct materials to be 
purchased hereunder,” and in determining the amounts 
thereof to be charged in each quota period, the Contractor 
may, subject to the approval of the Contracting Officer 
and to the limitations of paragraph (b) (2), employ the 
accounting system regularly employed in the Contractor’s 
plant. Such statement shall be deemed prima facie correct. 
The Government reserves the right to audit the books and 
records of the Contractor, to determine the accuracy of 
such determinations and certification, and to obtain any 
information in connection with the operation of this 
Article. All information obtained from the Contractor’s 
records shall be treated as confidential. The Contractor 
shall preserve all the books, papers, and other accounting 
records pertaining thereto; Provided, that if the Con- 
tractor at any time after the lapse of three years following 
the completion or cessation of work under the contract, 
desires to dispose of said books, papers, and accounting 
records, he shall so notify the Secretary of War, or his 
duly authorized representative, who shall either authorize 
their destruction or notify the Contractor to turn them 


over to the Government for disposition. [184] 
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WAR DEPARTMENT 
OFFICE OF THE UNDER SECREG IS 
Washington, D. C. 


PC-L 162. - December 17, 1941. 
P. & C. General Directive No. 86. 


Memorandum for: The Chief of the Air Corps. 
The Chief, Chemical Warfare Servicé. 
The Chief of Coast Artillery. 
The Chief of Engineers. 
The Chief, National Guard Bureau. 
The Chief of Ordnance. 
The Quartermaster General. 
The Chief Signal Officer. 
The Surgeon General. 


Copy to: The Judge Advocate General—for information. 
Subject: Amendment to Price Adjustment Clause. 


1. Reference is made to the form of escalator clause 
approved by the Under Secretary of War on September 
13, 1941, accompanying P. & C. General Directive No. 48. 


2. It has been determined that the escalator clause 
should be amended so as to provide for adjustments on 
account of changes in pay-roll taxes, and therefore, the 
approved form of escalator clause will be amended by 
adding the following provision thereto as paragraph 
(c) (6): 

If after the date on which the prices herein were 
quoted, the Congress or any state legislature, shall 
impose, remove, increase or decrease any pay-roll tax 
required to be borne by the [185] contractor and 


—_— a 
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directly applicable to or measured by the pay-rolls 
of the contractor hereunder, then the rate of such 
newly imposed tax, or the net increase or net de- 
crease in the rate of a previously imposed tax, shall 
be multiplied by that portion of the actual direct labor 
cost which is subject to such increases or decreases 
in the tax or taxes, and the result shall be paid the 
contractor under this paragraph. 


"3. It has also been determined that the escalator clause 
should be amended so as to provide for adjustment on 
account of changes in indirect labor and indirect material 
costs. Accordingly, the following amendments to the 
approved form of escalator clause will be made: 


a. As a second sentence to Paragraph (a) (1), 
add the following: 


“Tt is also estimated that the indirect labor cost 
attributable to this contract is ............ % of such 
estimated direct labor cost.” 


b. Add the following as Paragraph (a) (4): 


“The total increase or decrease to be paid or 
deducted under Paragraph (a) (3) shall be multi- 
Dicey ee %* and the result shall be applied 
as a further increase or decrease in the contract price, 
as an adjustment for the indirect labor cost under 
this contract.” 


c. Add the following as the second sentence in 
Paragraph (b) (1): 


1The percentage of indirect labor cost stated in Paragraph 


(a) (1). 
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“Tt is also estimated that the indirect materials 
cost attmibtitable’ io this contiact is aes % of such 
estimated direct materials cost.” 


d. Add the following as Paragraph (b) (4): 


“The total increase or decrease to be paid or de- 
ducted under Paragraph (b) (3) shall be [186] 
multiplied by ............ %°* and the result shall be applied 
as a further increase or decrease in the contract price, 
as an adjustment for the indirect materials cost under 
this contract.” 


4. In negotiating the estimated direct labor cost, the 
percentage thereof represented by indirect labor cost, the 
estimated direct material cost, and the percentage thereof 
represented by indirect material cost, the Contracting 
Officer should consider, among other things, the follow- 
ing factors: 


a. The amount of the estimated direct labor cost 
and the amount of the estimated direct materials cost 
should be limited in accordance with the definitions 
of direct labor and direct material costs contained in 
paragraphs (a) (1) and (b) (1) of the escalator 
clause, and should not include any amounts for in- 
direct labor or indirect material costs; 


b. The total of the estimated direct labor cost and 
the estimated direct material cost together with the 
amounts obtained by the application of the percentae- 
es set forth for indirect labor and indirect materials, 
should bear a reasonable relation to the total contract 


“The percentage of indirect materials cost stated in Paragraph 


(b) (1). 
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price. In any case where the difference between the 
total of these amounts and the contract price does 
not leave a reasonable margin to cover profit, rent, 
depreciation, taxes, and similar costs not included in 
the labor or material costs factors, it will be apparent 
that the estimates are too high, and should be ac- 
cordingly reduced. 


By direction of the Under Secretary of War: 


(S) JOHN W. N. SCHULZ, 
Brigadier General, U. S. Army, 
Director of Purchases and Contracts. [187] 


EXHIBIT E 


WAR DEPARTMENT 
PRICE ADJUSTMENT BOARD 
Policy and Procedure 


Purpose of the Board. 


The Price Adjustment Board will serve as a focal point 
for the review of contracts existing between the War 
Department and its contractors. Its duties will be to 
make sure that the War Department is doing an economi- 
cal job of purchasing and that contractors are not making 
excess or unreasonable profits on war orders. In its re- 
view of contractor profits the Board will endeavor to elim- 
inate from contractor cost calculations exhorbitant items 
of whatever nature. 


The Board will assist the Services in securing an ad- 
justment in contract prices that will accomplish the fore- 
going objectives. 

The Board will also serve contractors who feel that 
their contract prices are such that a likelihood exists that 
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they will make excessive or unreasonable profits. It will 


invite war contractors finding themselves in this position 


to consult with it for the purpose of arriving at a fair 


and equitable voluntary adjustment. 


Operating Policies. 


The following principles will be observed by the Price 


Adjustment Board in dealings with contractors: 


1. The Board will endeavor to arrange for a re- 


adjustment in contract price or to obtain a return of 
payments made pursuant to a contract to the extent 


which will result in limiting the contractor to a fair 
and reasonable profit. 


2. In judging the reasonableness of profit, the 
Board will consider: [188] 


(a) the total profit made by the contractor before 
allowance for federal income and excess profit tax. 


(b) the amount of profit per unit based on esti- 
mated or actual cost. 


3. In determining the estimated or actual cost per unit 


of performance of the contract, the Board will give con- 


sideration to all items of cost, including the following: 


A. Factory Cost: 


Ih. 


Direct materials 


2. Direct productive labor 
3. Direct engineering labor 
4. 
5 


. Indirect factory expenses 


Miscellaneous direct factory charges 


Total Factory Cost 
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B. Other manufacturing cost 

C. Miscellaneous direct expenses 

D. Indirect engineering expenses 

E. Expenses of distribution, servicing and admin- 
istration 


F. Guarantee expenses 


4. The Board will in general be guided by the cost 
accounting system regularly utilized by the contractor, 
except that the Board will, in appropriate cases, disallow 
salaries, bonuses or other expenditures which are clearly 
excessive. 


5. In determining the amount of profit to be viewed 
as reasonable, the Board will give proper consideration 
the following: 

A. The first factor in determining the attitude of 
the Board toward the contractor will be based on the 
contribution that the contractor has made [189] 
and is making to the completion of the war pro- 
duction program. 


Bb. Whether the contract is performed in whole or 
in part with facilities furnished by or financed by 
the Government. 


C. The amount of invested capital employed by the 
contractor in the performance of the contract. 


D. The ratio between this investment and sales 
volume. 


E. The period of time required to perform the 
contract. 


I’. The complexity or simplicity of the manufac- 
turing operations involved. 
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G. The presence or absence of exceptional risks 
to be borne by the company. 


H. The degree of skill and management and or- 
ganization required of the conractor. In this con- 
nection special attention will be paid to the extent 
to which the Government has been called upon to 
arrange for furnishing “know-how” to the contractor. 


I. The contribution that the contractor has made to 
the technical improvement and development of war 
matériel and production methods. 


J. Special consideration will be given those con- 
tractors who have assisted other producers in per- 
forming a better job. 


6. In cases where performance has been substantially 
or wholly completed, consideration will be given to the 
extent to which the contractor has met or anticipated 
delivery schedules. 


7. The Board shall not be limited to the foregoing fac- - 


tors but may give consideration to any other factors 
which in its judgment are reasonably applicable. | 190] 


Method of Operation. 


Information as to concerns making unreasonable profits 
or those paying excessive salaries or bonuses, or setting 
up excessive reserves, etc., will be obtained by the Board 
from the services, Division of Budget & Financial Ad- 
ministration, Contract Clearance Branch of the War 
Production Board, or any other sources. 


All costs analyses are to be prepared by the Division 
of Budget and Financial Administration. 
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When the contractor is working for the Navy or the 
Maritime Commission as well as the Army, that depart- 
ment which has been assigned to the contractor will take 
charge of the case. 


The Price Adjustment Board function will be com- 
pleted when an agreement is arrived at with the con- 
tractor setting a limiting figure that shall be considered 
a reasonable profit before federal income and excess profit 
taxes. From this point forward, it is contemplated that 
the contractor will renegotiate contracts with the Service 
or Services involved so as to bring its total profit down 
to the agreed upon figure. 


EXHIBIT F 


Memorandum 


Pursuant to Executive Order No. 9127, dated April 
8, 1942, and for the purpose of controlling profits and 
costs under war contracts through adjustments with con- 
tractors, there have been established with the War Pro- 
duction Board, the War Department, the Navy Depart- 
ment and the Maritime Commission cost analysis sections. 
Further to implement control of costs and profits on war 
contracts, the following procedures will be established: 


1. The War Department and the Navy Depart- 
ment and the Maritime Commission will each [191] 
create a board to be known as the Price Adjustment 
Board of the War Department, the Navy Depart- 
ment, or the Maritime Commission, as the case may 
be, to advise and assist the official in such Depart- 
ment or Commission in charge of purchasing, in 
securing adjustments or refunds in instances where 
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it is determined that costs or profits of contractors 
are, or may be, excessive for any reason. Each board 
shall exercise such other powers not inconsistent with 
this order as may be delegated to it by the Depart- 


ment or Commission which created it. 


2. The Chairman of the War Production Board 
shall recommend a representative for appointment to 
each board. The Price Adjustment Boards may have 


One or more members in common. 


3. The Cost Analysis Section of the War Pro- 
duction Board will conduct general surveys of the 
profits and costs of holders of war contracts and 
industry-wide studies of a like nature, either upon the 
request of one of the Price Adjustment Boards, or 
of the Cost Analysis Section of any Department, or 
upon its own initiative. 


4. The Cost Analysis Sections of the War Depart- 
ment, Navy Department and the Maritime Commis- 
sion will act as fact finding agencies for the Price 
Adjustment Boards and will upon the request of any 
Price Adjustment Board conduct investigations into 
the cost and profits of any contracts in which De- 
partments or the Commission are interested. Any 
such investigation made upon the request of a Price 
Adjustment Board will be in such form and in such 
detail and will include such subject matter as such 
Price Adjustment Board may require. The Depart- 
ments and the Commission will cooperate with each 
other in [192] order to avoid duplicating investiga- 
tions of common contractors. 
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5. All cost analysis reports and all information 
obtained from contractors or otherwise by the vari- 
ous Cost Analysis Sections including that of the War 
Production Board and all information and records of 
the various Price Adjustment Boards will be avail- 
able at all times to each of the Price Adjustment 


Boards and to each of the Cost Analysis Sections. 


6. The Cost Analysis Sections of the War Pro- 
duction Board and of the Departments and the Com- 
mission are authorized to make use of the facilities 
of the Treasury Department, Securities and Ex- 
change Commission, Federal Trade Commission and 
other proper departments or agencies of the Govern- 


ment in securing and assembling information. 


7. Each Price Adjustment Board may establish 
such policies and procedures for the administration 
of its proceedings as it may deem proper. Every 
effort shall be made to keep the procedure of each 
board simple and flexible. Each board shall keep a 
written record of each action taken by it. Each 
board may delegate to any one or more of its members 
the power to initiate investigations, request informa- 
tion and assistance on behalf of the board and to 
represent the board in negotiations with contractors. 


8. Where contractors have contracts with both 
Departments or with one or both of the Departments 
and the Commission, the Price Adjustment Boards of 
the Department or Commission involved shall agree 
as to how and by whom the negotiations shall be 
conducted. [193] 
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9. No audit shall be made by any Department or 
the Commission pursuant to Executive Order No. 
9127 without first advising the Cost Analysis Section 
of the War Production Board. 


(Signed) ROBERT P. PATTERSON, 
Under Secretary of War. 


(Signed) FORRESTAL, 
Under Secretary of Navy. 


(Signed ei. Salva: 
Chairman, Maritime Conunission. 
Approved: 


(Signed) D. M. NELSON, 
Chairman, War Production Board. 


EXHIBIT G 


WAR DEPARTMENT 
Washington 
April 25, 1942. 
Memorandum for Directors of all Staff Divisions, Serv- 

ices of Supply. 

Chiefs of All Supply Services. 

Chief of Each Administrative Service. 

Commanding Generals of All Corps 
Areas. 


Subject: Price Adjustment Board, Services of Supply. 


1. There is created within the Services of Supply a 
Price Adjustment Board. 


2. The mission of the Price Adjustment Board shall 
be to advise and assist the Chief of the Purchase Branch, 
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Procurement and Distribution Division, in securing ad- 
justments and refunds in cases where it is thought that 
costs or profits of War Department con- [194] tractors 
are or may be excessive by reason of the payment of 


excessive salaries or bonuses or for any reason. 


3. The members of the Board will be selected by the 
Commanding General, Services of Supply, with the ap- 
proval of the Under Secretary of War. One member will 
be selected with the approval of the Chairman of War 
Production Board, as his representative. 


4. The Board is instructed wherever appropriate to 
function jointly with representatives or agencies of the 
Navy Department, Maritime Commission, and other De- 


partments or agencies of the Government. 


5. The Board will receive from the Cost Analysis 
Section of the War Production Board, the Cost Analysis 
Section of the Fiscal Division of the Services of Supply, 
the Supply Services, the Army Air Force, and from any 
other source, information with respect to contractors who 
are thought to have excessive costs, to be making exces- 


sive profits, or to be paying excessive salaries or bonuses. 


6. (a) The Cost Analysis Section of the Fiscal Divi- 
sion of the Services of Supply shall upon request of the 
Board make such audits and analyses as may be designated 
by the Board and shall secure for the Board from the 
Treasury Department, the Securities and Exchange Com- 
mission, the Federal Trade Commission, and from any 


other Department or agency of the Government, or from 
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the contractor involved, such additional information as 
the Board may request in order to expedite and assist it 


in the performance of its functions. 


(b) All Divisions and personnel of the Services of 
Supply and the Army Air Force shall furnish such infor- 
mation and assistance to the Board as it may request or 
as may appear desirable to aid it in the performance of its 
functions. [195] 


(c) To effect full coordination between the Services 
of Supply, the Army Air Force, and other Departments 
and to insure a uniform policy, price reductions which are 
offered to or contemplated by, the Services of Supply and 
the Army Air Force will be referred to the Chief of the 
Purchases Branch. 


7. The Board is authorized to delegate to any one or 
more of its members the power to initiate investigations 
and request information and assistance on behalf of the 
Board and to represent the Board in negotiations with 
contractors. The Board shall develop such other policies 
and procedures as it may deem advisable in performing 


its functions and accomplishing its purposes. 


8. The Board shall report to the Chief of the Pur- 
chases Branch, Procurement and Distribution Division, 
Services of Supply, its recommendations for adjustments 
with contractors. These recommendations, if approved 
by the Chief of the Purchases Branch and the Director or 
Deputy Director of the Procurement and Distribution 


Division, Services of Supply, shall be transmitted to the 
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Services concerned for the purpose of effecting any re- 
negotiation or revision of contracts required in order to 
carry out such recommendations. 
(Sgd.) BREHON SOMERVELL, 
Brehon Somervell, 
Lieutenant General, 


Commanding. 


Approved: April 25, 1942. 
(sed) ROBERT P. PATTERSON, 
Robert P. Patterson, 
Under Secretary of War. [196] 


ESeoIBIT 


WAR DEPARTMENT 
PE ADOUARTERS, SERVICES OF SUPPLY 
Washington 
March 13, 1942. 
SP-PB-ppp 300.4. 
P. B. General Directive No. 31. 
To: The Chief, Chemical Warfare Service. 
Chief of Engineers. 
Chief of Ordnance. 
The Quartermaster General. 
Chief Signal Officer. 
The Surgeon General. 
Commanding General, Transportation Division. 
Commanding Generals, all Corps Areas. 
Commanding Officers, General Depots. 


Subject: Use of Price Renegotiation Clause in Fixed 
Price Contracts, 
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1. It is essential to eliminate all delays in the produc- 
tion of items immediately required which result from 
the time required for the negotiation of fixed price con- 
tracts. In any case where in the opinion of the Contract- 
ing Officer it is desirable that the Contractor immediately 
commence production or preparation therefor, the Letter 
Purchase Order prescribed by P. & C. General Directive 
No. 5, dated January 13, 1942, may be issued pending 
such negotiation. Where actual production and delivery 
may occur prior to the execution of the contract, the 
words “partial payments and’ or words of substantially 
similar import may be inserted in paragraph 4 of such 
Letter Purchase Order before the words “advance pay- 
ments.” [197] 


2. Where a Letter Purchase Order is employed in 
accordance with paragraph 1 hereof, the contract should 
be negotiated at the earliest possible date even though 
final determination of price is impracticable at that time, 
and provision should be made in the contract for re- 
determination or renegotiation of the price, as authorized 
herein. 


3. The Contracting Officer, in order to faciitaremene 
execution of the contract and the commencement of work 
thereunder, may, pursuant to the authority of the First 
War Powers Act, 1941 (Public 354, 77th Cong.) and 
Executive Order #9001, insert in the contract and apply 
either of the following articles: (a) Redetermination of 
Price (Attachment 1), or (b) Renegotiation (Attach- 
imentec yy 


4. It will be observed that Attachment 2 imposes upon 
the Contractor no legal obligation beyond that of furnish- 
ing a statement of actual costs and to renegotiate in good 
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faith. Such statement will afford a basis for renegotiation 
of the contract price. On the other hand, Attachment 1 
calls for the application of definite objective standards, 
thereby making the redetermination of price largely auto- 
matic rather than dependent upon renegotiation. 


(S¢d.) BREHON SOMERVELL, 
Lieutenant General, 
Zalinels : Commanding. 
Attach. 1, 
Attach. 2. 
Approved by: 


ROBERT P. PATTERSON, 
Under Secretary of War. 


Attachment No. 1. 


0) Ce ee Redetermination of Price. 


The parties hereto recognize that, because of circum- 
stances beyond their control, accurate estimates [198] 
of the cost of performing this contract cannot be made 
within a reasonable time. Accordingly, they agree that the 
price stated in Article 1 shall be redetermined as provided 
below, upon the basis of the actual experience of the 
Contractor in performing part of his contract. Such re- 
determination of the price shall be made as follows: 

(a) The estimated cost of performing this contract, 
upon which the price stated in Article 1 is based, is 
(  nosocen , itemized as follows: 

A. Factory Cost: 
1. Direct materials 
2. Direct productive labor 


1This breakdown may be altered to suit particular circumstances. 
Mv 
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3. Direct engineering labor 
4. Miscellaneous direct factory charges 
5. Indirect factory expenses” 
(State basis of allocation) 
Total Factory Cost 


B. Other manufacturing cost 

C. Miscellaneous direct expenses 

D. Indirect engineering expenses 

E. Expenses of distribution, servicing and admin- 
istration 


F. Guarantee expenses 


(b) It is agreed that the cost of production of the first 
ieee % of items called for hereunder, hereafter referred 
to as the “preliminary run” will not necessarily be typical 
for the remainder of the contract. The cost of produc- 
tlonsot the mie<te. = %, [199] hereafter referred to as 
the “test run” shall be used as the general basis for re- 
Getermiimartionae | VVAIGIUII es. eeereeees days after the 
completion of the production of the “test run”, the Con- 
tractor shall submit to the Contracting Officer separate 
statements of the actual cost of the production of the 
“preliminary run” and the “test run’, itemized in the 
same way as the estimated cost stated above. Such state- 
ment shall be based upon the cost accounting system 
regularly utilized by the Contractor and certified as correct 
by an independent public accountant or by two officers of 
the Contractor. The Contractor shall submit his books and 


“State separately the estimated amount of each of the following 
items included : 


(a) Normal depreciation. 
(b) Special amortization. 
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accounts to such examination and audit as shall be re- 


quested by the Contracting Officer. 


(c) If the actual cost of production of the preliminary 
run plus the cost of the production of the remainder of 
the items called for by the contract, as indicated by the 
actual cost of production of the “test run’, is less than 
the total estimated cost stated in paragraph (a), the total 
price to be paid pursuant to Article I shall be reduced in 


the same ratio. 


(d) Pending the redetermination of the price here- 
under, all items delivered shall be paid for at the price set 
forth in Article 1. Upon the redetermination of such price 
hereunder, an amount equal to the difference between the 
price paid on all items theretofore delivered and such re- 
determined price for such items shall be applied by the 
Contractor as a credit against payment for subsequent 
deliveries, or shall be applied or returned to the Govern- 


ment as directed by the Contracting Officer. 


(ec) If this contract contains an escalator clause (Price 
Adjustment), notwithstanding any provisions of such 
escalator clause which may be inconsistent herewith, that 
clause shall be understood to relate only to that portion 
of the production under the con- [200] tract which is not 
covered by the statements of actual cost required by 
paragraph (b) of this article. The blanks in the escalator 
clause will be filled in at the time of redetermination here- 
under, and the month in which the redetermination is 


made shall be taken as the base month for such escalator 
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clause and the estimated labor costs and the estimated 
material costs shall include only such costs as are not 
reflected in the actual cost statements. For this reason the 
blanks in the escalator clause were not filled in at the 


time of the execution of this contract. 


Attachment No. 2: 


ARRC cee... ee Renegotiation. 


(a) The Contractor represents that the contract price 
jevORyaGl eval sin) WENETIC) Sees race is based upon a total esti- 


fifated cOSstPores.......-......... itemized as follows:* 


A. Factory Cost: 
1. Direct materials 
2. Direct productive labor 
3. Direct engineering labor 
4. Miscellaneous direct factory charges 
5. Indirect factory expenses.’ 


(State basis of allocation) 
Total Factory Cost 


B. Other manufacturing cost 
C. Miscellaneous direct expenses 


D. Indirect engineering expenses 


1This break-down may he altered to suit particular circumstances. 


“State separately the estimated amount of each of the following 
items included : 


(a) Normal depreciation. 


(b) Special amortization. 
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E. Expenses of distribution, servicing and admin- 


istration 


F. Guarantee expenses [201 | 


pee Wei 22...............- days after the completion 
Dieenemprounetidi Of ............ % of the items called for 
under this contract, the Contractor shall submit to the 
Contracting Officer a statement of the actual cost of the 
production of said percentage, itemized in the same way 
as the estimated cost stated above. Such statement shall 
be based upon the cost accounting system regularly util- 
ized by the Contractor and certified as correct by an in- 
dependent public accountant or by two officers of the 
Contractor. The Contractor shall submit his books and 
accounts to such examination and audit as shall be re- 


quested by the Contracting Officer. 


(c) Upon the written request of either party, which 
Redmecte Mallgbe iiadeswithin ...........2.200 days after 
the filing of the statement required by paragraph (b) 
hereof, the Contracting Officer and the Contractor will 
enter into negotiations and will attempt to agree upon 


a modification of the contract. 


(d) Pending the renegotiation of the price hereunder, 
all items delivered shall be paid for at the price set forth 
in Article 1. Upon the renegotiation of the price here- 
under, an amount equal to the difference between the 
price paid on all items theretofore delivered and such 


renegotiated price for such items, if in the Government’s 
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favor, shall be applied by the Contractor as a credit 
against payment for subsequent deliveries, or shall be 
applied or returned to the Government as directed by the 
Contracting Officer; if in the Contractor’s favor, it shall 
be paid by the Government on a separate invoice or 


voucher. 


(e) If this contract contains an escalator clause (Price 
Adjustment) the figures set forth therein and the terms 
thereof shall be controlling in the absence of a modifica- 
tion of the contract under this article. In the event of such 
a modification, the escalator clause shall be so modified as 
to relate only to that portion of [202] the production 
under the contract which is not covered by the statement 
of actual cost required by paragraph (b) of this article. 
In modifying the provisions of the escalator clause, the 
month in which the renegotiation occurs shall be taken as 
the base month, and the estimated labor costs and the esti- 
mated material costs shall include only such costs as are 
not reflected in the actual cost statement submitted under 


paragraph (b) hereof. 
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ferNt RESOLUTION TO PROVIDE FOR THE 
RENEGOTIATION OF CONTRACTS FOR THE 
ERoOmwUCTION OF WAR MATERIALS FOR 
Sie PURPOSE OF LIMITING PROETIS 
PAEREUNDER 


Whereas it is imperative that effective measures be 
taken to limit the profits paid to contractors obtaining 
contracts for the production of war materials; therefore, 
be it 

Resolved by the Senate and the House of Representa- 
tives of the United States, in Congress assembled, That— 


I. The Secretary of War is directed to insert in any 
contract hereafter made by the War Department, which, 
in his judgment, may result in an excessive profit to the 
contractor, a provision for the renegotiation of the con- 
tract price at a period when the profits can be determined 
with reasonable certainty. 


2. The Secretary of War is directed, whenever in his 
opinion excessive profits have been realized, or are likely 
to be realized, from any contract with the War Depart- 
iment, to require such contractor to renegotiate the contract 
price. This provision shall be applicable to all contracts 
hereafter made and to all contracts heretofore made, 
whether or not such contracts contain a renegotiation 
clause, provided that final pay- [203] ment has not already 
been made pursuant to such contract. 


3. In renegotiating a contract price the Secretary of 
War shall not make allowance for any salaries, bonuses, 
or other compensation paid by the contractor to its officers 
or employees, in excess of a reasonable amount, nor shall 
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he make allowance for any excessive reserves set up by 
the contractor, and the Secretary of War shall freely use 
the powers of audit conferred upon him by existing law 
for the purpose of ascertaining whether such unreasonable 
compensation has been or is being paid, or whether such 
excessive reserves have been set up. 


4. In addition to the powers conferred by existing law, 
the Secretary of War shall have the right to demand of 
any contractor who holds uncompleted contracts with the 
United States for the production of war materials in the 
ageregate amount of $500,000 or more statements of 
actual costs of production and such other financial state- 
ments, at such times and in such form and detail as the 
Secretary of War may require. 


5. The authority and discretion herein conferred upon 
the Secretary of War may be by him delegated to such 
individuals or agencies in the War Department as he may 
designate and he may authorize such individuals to make 
further delegations of such authority and discretion. 


6. The foregoing provisions shall be applicable to the 
Secretary of the Navy in the case of contracts with the 
Navy Department, and to the Chairman of the Maritime 
Commission in case of contracts with that Commission. 
The powers conferred by paragraph 4 above shall be 
exercised by the War Department, the Navy Department, 
or the Maritime Commission, whichever holds the largest 
aggregate amount of uncompleted contracts for the pro- 
duction of war materials. 


[Endorsed]: Filed Jan. 28, 1946. [204] 
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[Title of District Court and Cause] 


AFFIDAVIT 


Walker W. Lowry, being first duly sworn, deposes and 
says. 
1. I am an attorney employed by the Department of 


Justice, Washington, D. C. 


2. Attached hereto is a full, true and correct copy of 
the amended petition for redetermination of excessive 
profits filed in the Tax Court by Magnesium Products, 
Inc., (Docket No. 61-R). 

WALKER W. LOWRY 
Attorney, Dept. of Justice 


Subscribed and sworn to before me this 9th day of 
January, 1946. 


GLADYS E. McGAFFEY 
Notary Public 


My commission expires 9/30/48. [205] 
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CORY 


The Tax Court of the United States 
Docket No. 61-R 


Magnesium Products, Inc., a corporation, Petitioner, 
vs. Henry L. Stimson, as Secretary of War of the United 
States of America, and Robert P. Patterson, as Under 
Secretary of War of the United States of America, Re- 
spondents. 


AMENDED PETITION FOR REDETERMING Ties 
OF EXCESSIVE PROFITS UNDER RENEGO- 
TYATION ACT 


The petitioner above named hereby petitions for a re- 
determination of excessive profits under the Renegotia- 
tion Act as set forth in the Unilateral determination of 
the Under Secretary of War in his notice of ~Deter- 
mination of Excessive Profits” dated 6 June 1944, and as 
a basis for its petition alleges: 


1. The petitioner is a corporation organized and ex- 
isting under and by virtue of the laws of the State of 
California with its principal place of business located at 
1119 Santa Fe Avenue, Los Angeles, California. [206] 


2. That this proceeding is one seeking a redetermina- 
tion of alleged excessive profits under Section 403 of Title 
IV of Sixth Supplemental National Defense Appropria- 
tion Act, 1942 (Public 528, 77th Congress, approved 
April 28, 1942), as amended by Section 801 of the Rev- 
enue Act of 1942 (Public 753, 77th Congress, approved 
October 21, 1942), by Section 1 of the Military Appro- 
priations Act, 1944 (Public 108, 78th Congress, approved 
July 1, 1943), and by Public 149 (78th Congress, ap- 
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proved July 14, 1943), and as further amended by Sec- 
tion 701 (b) of the Revenue Act of 1943 (Public 235, 
78th Congress, enacted February 25, 1944) to the extent 
that Section 701(d) of the Revenue Act of 1943 makes 
the amendments made by Section 701 (b) effective as if 
they had been a part of Section 403 of the Sixth Supple- 
mental National Defense Appropriation Act, 1942, on the 
date of its enactment, April 28, 1942, hereinafter referred 
to as Renegotiation Act. 


3. That the “Unilateral Determination of Excessive 
Profits”, (a copy of which is attached hereto as “Exhibit 
A” and is by this reference incorporated herein as though 
set forth in full at this portion of this petition) was 
mailed to petitioner on June 6, 1944. 


4, That the alleged excessive profits are for the period 
beginning March 1, 1942 and ending on November 30, 
1942 and that the amount thereof is $250,000.00. [207] 


5. That petitioner is engaged in the business of operat- 
ing a jobbing foundry wherein it fabricates and sells 
magnesium alloy and castings; that all of the business 
done by petitioner during the period under review ending 
November 30, 1942, was with private individuals, firms 
and corporations and not with the United States of 
America; that petitioner has no contracts, as such, with 
any person, firm or corporation or with the United States 
of America; that all of its said business is and was done 
upon purchase orders, forwarded to petitioner by its cus- 
tomers; that all of the magnesium alloy sand castings 
fabricated and sold by petitioner, during the period un- 
der review, were sold below the maximum price which 
had been established and was in effect under the Emer- 
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gency Price Control Act of 1942 as amended and were 
sold at a price below the January 1, 1941 selling price. 


6. The determination of the assailed excessive profits 
contained in ‘‘Exhibit A” hereto is based upon the follow- 
ing errors: 


(a) The Under Secretary erred in refusing to take 
into consideration the corresponding profits made by peti- 
tioner in pre-war years; 


(b) The Under Secretary erred in disregarding the 
contingent liability which exists for rejected  cast- 
ings; [208] 

(c) The Under Secretary erred in disregarding the 
pricing policy followed by petitioner and the voluntary 
price reductions made by it since 1941; 


(d) The Under Secretary erred in disregarding the 
comparative prices for the same product in the industry; 


(e) The Under Secretary erred in disregarding the 
voluntary price reduction made by petitioner in July of 
1943 whereby a saving of approximately $70,000.00 to 
the airframe companies was effected; 


(f) The Under Secretary erred in disregarding the 
fact of petitioner's low cost of production, low overhead 
and administrative costs; 


(g) The Under Secretary erred in disregarding the 
fact that petitioner is entirely financed by its stockholders 
and that it has never borrowed from or been financially 
assisted by the government; 


(h) The Under Secretary erred in refusing to give 
consideration to petitioner’s contribution to the war effort 
in the development of the use of magnesium, or to the 
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furnishing of technical assistance, supplies and equipment 
to others engaged in fabricating magnesium castings in 
the war effort; 


(i) The Under Secretary erred in eliminating from 
consideration an adequate reserve, as determined by 
good [209] accounting practices, against contingent lia- 
bilities and the cost of reconversion to peace time business. 


7. The facts upon which the petitioner relies are as 
follows: 


(a) An analysis of the earnings of petitioner corpora- 
tion, during the period under review, is as follows: 


Net Sales $1,326,940.37 
Cost of Sales 784,743.29 
Gross Profit on Sales 542,197.08 
Commissions Earned 3,368.10 
Discounts Earned 1,104.29 
Net Profit on Sales $ 546,669.47 
Federal Income Taxes 381,592.38 


Earnings for Year of 1942 § 165,077.09 
Percent of Sales 12359, 


(b) The petitioner corporation has not earned an ex- 
cessive profit during the period under review when con- 
sideration is given to the corresponding profits in pre- 
war years. Petitioner earned 27.3% in the year 1940 
and 20.6% in the year 1941. The fact that the peti- 
tioner is entitled to as great a margin of profit as that 
obtained under competitive conditions in normal times 
has been completely ignored. 
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(c) Petitioner is subject to a contingent liability [210] 
for rejected castings. Approximately six months pro- 
duction of petitioner’s castings are now in storage, x-ray 
laboratories and in the process of machining. As the 
demand slackens or a design change takes place, the air- 
frame companies will reject these obsoleted castings. This 
contingent liability is real and could very well exceed twice 
the amount of the sum proposed to be left to petitioner 
after renegotiation. This liability cannot be determined 
within the period of one year and no provision has been 
made under the proposed renegotiation for the protection 
of petitioner’s stockholders in the event loss occurs. 


(d) Petitioner has supplied castings in an open competi- 
tive market and has, since October 1941, consistently 
sold at a price below the O.P.A. ceiling as set by Maxi- 
mum Price Regulation No. 125. In 1940 petitioner vol- 
untarily established a blanket price for all magnesium 
castings of $2.35 per pound; this price was made without 
regard to the difficulty of castings or intricacy of design; 
in 1941 petitioner voluntarily reduced the blanket price 
to $2.30 per pound; in January of 1942 petitioner volun- 
tarily reduced its price to $2.25 per pound; in February 
of 1943 petitioner complied with the O.P.A. request for 
reduction of 3¢ per pound based upon its computation of 
saving due to the roll back in the ingot [211] price of 
magnesiun of Z2@ per pound. This price of 032 22aipe0 
pound was well below the ceiling price and far below the 
price charged by petitioner’s competitors in this or any 
other market area. 

(e) The petitioner, in July of 1943, voluntarily re- 
duced the price of all castings to $2.00 per pound thereby 
effecting a saving to its customers, for the balance of the 
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fiscal year, of approximately $70,000.00. This saving 
more than offsets the amount of recovery sought by re- 
negotiation and was made by petitioner as a means of 
settling this controversy. 


({) The petitioner corporation has been entirely financed 
by its stockholders who have assumed all of the risks; 
petitioner has never borrowed frem nor been financially 
assisted by the government or any agency thereof. 


(g) Petitioner has, during its entire history, co- 
operated with its competitors in furthering the war effort 
in the development of the use of magnesium and in the 
furnishing of technical assistance, supplies and equipment 
to other competing firms engaged in fabricating mag- 
nesium castings in the war effort. 


8. That the petitioner herein has never signed, [212] 
agreed, subscribed or assented to said renegotiation or 
the determination of alleged excessive profits by the re- 
spondents or the amount thereof but on the contrary has 
expressly refused to agree thereto. 


9, That petitioner is advised and alleges that, as and 
if applied to the petitioner or to the business of the peti- 
tioner, said Renegotiation Act and each and every section 
and subdivision thereof under which said Unilateral De- 
termination was made are, and each of them is, void and 
unconstitutional as being violative of the Constitution of 
the United States and that neither of the respondents here- 
in had the power or authority to make said Unilateral 
Determination of June 6, 1944 and that neither of the 
respondents have the power or authority to enforce said 
Unilateral Determination according to its terms or other- 
wise for the reason that said Renegotiation Act is un- 
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constitutional and void, without lawful effect and repug- 
nant to the Constitution of the United States, in the fol- 
lowing among other particulars, to-wit: 


(a) As and if applied to the petitioner said Renegotia- 
tion Act is an unauthorized attempt to delegate legislative 
authority to the respondents and to the Secretaries of the 
various departments as set forth in said act, contrary and 
repugnant to Article I, Section 1 and Article II, Section 
8, [213] Paragraph 18 of the Constitution of the United 
States of America and to Articles V, IX and X of the 
Amendments thereto; 


(b) As and if applied to petitioner, said Renegotiation 
Act and its enforcement would deprive petitioner of its 
property without due process of law, in violation of the 
Fifth Amendment to the Constitution of the United States 
of America; 


(c) As and if applied to petitioner, said Renegotiation 
Act and its enforcement would take petitioner’s property 
for public use without just or any compensation, in vio- 
lation of the Fifth Amendment to the Constitution of the 
United States of America; 


(d) As and if applied to petitioner, said Renegotiation 
Act and its enforcement is repugnant to the Tenth Amend- 
ment to the Constitution of the United States of America 
in that it attempts to exercise a power not delegated to 
the United States. 


(ce) As and 1f applied to the Petitioner, said Renegotia- 
tion Act and its enforcement is in violation of Article 1, 
Section 1 and Article TI, Section 8, Paragraph 18 of the 
Constitution of the United States of America and of the 
Fitth and Tenth Amendments thereto, in that by said 
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Renegotiation Act it is provided that ‘Whenever, in the 
opinion of the |214] Secretary of a department (includ- 
ing the Secretary of War) the profits realized or likely 
to be realized from any contract with said department or 
from any subcontract thereunder, whether or not made 
by the contractor, may be excessive, the Secretary is 
authorized and directed to require the contractor or sub- 
contractor to renegotiate the contract price’, and that 
upon said renegotiation “the Secretary is authorized and 
directed to eliminate any excessive profits under such con- 
tract or subcontract”; that neither said Renegotiation Aci 
nor any other provision of law sets forth or declares 
any rules, standard guide or policy by which said Secre- 
tary is to be guided in the administration of said Act or 
in the determination of what are or are not excessive 
profits other than the arbitrary order, whim or caprice of 
said secretary; that by said Act Congress has attempted 
to delegate to the secretary the power to refix contract 
prices and has directed, authorized and empowered him, 
by unguided opinion and without setting forth any stand- 
ard guage or rule, to determine what profits are ex- 
cessive ; 


(f) As and if applied to the petitioner, said Renegotia- 
tion Act and its enforcement further violates said fore- 
going provisions of the Constitution and the Fifth and 
Tenth Amendments thereto in that it purports to vest in 
the secretary [215] the power to renegotiate contracts 
made and entered into between private persons, firms 
and corporations and to which contracts the government 
of the United States is not a party, and in instances 
where no privity of contract exists between the contractor 
or subcontractor and the United States; 
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(g) As and if applied to the petitioner, said Renegotia- 
tion Act is further repugnant to said Articles of the Con- 
stitution of the United States and of said Fifth and 
Tenth Amendments thereto, in that it provides that upon 
any renegotiation conducted and made and upon any or- 
der entered pursuant thereto by the secretary, said secre- 
tary may make a revision of said contracts renegotiated 
by reducing the contract price of said contract, but said 
Renegotiation Act contains no provision whereby the con- 
tractor can have his contract price raised in the event that 
such contract price did not produce a fair profit on the 
business done under said contract or any profit at all; 


(h) As and if applied to the petitioner, said Renegotia- 
tion Act is further repugnant to said Articles of the Con- 
stitution and to said Fifth and Tenth Amendments there- 
to in that it does not provide for any equality of treat- 
ment as to all persons, firms or corporations whose con- 
tracts are made subject to the provisions of said Act, in 
the following’ [216] particulars, to-wit: 


(1) That by the provisions of said Act the secretary 
is authorized, in his discretion, to exempt from some or 
all of the provisions of said Act “any contracts or sub- 
contracts under which, in the opinion of the secretary, 
the profits can be determined with reasonable certainty 
when the contract price is established — — ~ when the 
period of performance under said contract or subcontract 
will not be in excess of thirty days; 

(2) That by the provisions of said Act the secretary 
may exempt from the provisions of said Act a portion 
of any contract or subcontract during a specified period 
or periods if in the opinion of the secretary the provi- 


North American Aviation, Inc., etc., et al. 225 


sions of the contract are otherwise adequate to prevent 
excessive profits; 


(3) That by the provisions of said Act the secretary 
is authorized to exempt contracts and subcontracts, both 
individually and by general classes and types; 


(4) That said Renegotiation Act is made to apply only 
to contracts involving amounts in excess of $100,000.00 
and does not apply to contracts involving amounts less 


than $100,000.00; 


(1) As and if applied to the petitioner, said Renegotia- 
tion Act is further violative of said articles of the Con- 
stitution and Amendments in that it directs the secre- 
tary [217] in determining excess profits under any con- 
tract not to make any allowances for any salaries, bonuses 
or other compensation paid by a contractor to its officers 
or employees in excess of a reasonable amount and not 
to make allowance for any excess reserves set up by the 
contractor or for any costs incurred by the contractor 
which are excessive and unreasonable; that said Act does 
not contain any standard, guide or rule for the determina- 
tion of what are reasonable salaries, bonuses or compen- 
sation or for the determination of what are or are not 
excessive or ulreasonable reserves; 


(j) As and if applied to the petitioner, said Renegotia- 
tion Act further violates said Articles of the Constitution 
and Amendments thereto in that it authorizes the sec- 
retary, without any rule or standard to guide his dis- 
cretion to exempt from renegotiation contracts or por- 
tions of contracts made or to be performed during a 
specified period or periods of time, said period or periods 
of time to be fixed by the arbitrary action of the secre- 
dairy ; 


226 Magnesium Products, Inc., etc. vs. 


(k) That in exercising the purported power to deter- 
mine excess profits the Renegotiation Act does not con- 
tain any limitation upon or description of the character of 
the material or data which the secretary may consider; 


(1) That said Renegotiation Act further violates [218] 
said foregoing provisions of the Constitution of the United 
States of America and Amendments thereto in that the 
Congress of the United States has provided other statu- 
tory enactments applicable to corporations which provide 
a uniform method to exact taxes at high rates upon cor- 
porate earnings which, because of the war, are beyond 
normal which statutory enactment is commonly known as 
the Corporation Income and Excess Profit Tax and that 
the Renegotiation Act is as and if applied to petitioner 
and its business a taxing measure and its enforcement 
will further tax petitioner’s excess profits without any 
uniform standard or guide for the determination of such 
income as represents excess profits. 


10. The foregoing specifications of errors are based 
upon information and belief of petitioner; in this regard 
petitioner alleges that it has never been given a statement 
of the findings of fact or reasons upon which said Uni- 
lateral Determination was made; in the event petitioner 
is furnished with a statement of the reasons and basis 
for said Unilateral Determination petitioner will ask leave 
of Court to amend this petition to set forth any addi- 
tional specifications of error which might be revealed by 
any subsequent statement or finding by the Secretary. 


Wherefore petitioner prays that this Honorable Court 
{219] may hear the proceeding and determine that peti- 
tioner has in fact earned no excessive profits during the 
period under review; that the Court order, adjudge and 
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decree that the Renegotiation Act as applied to petitioner 
is unconstitutional, null and void, and unenforceable and 
that petitioner have such other and further relief as may 
be just and proper. 
RUPOUS BATEE 
ROBERT M. L. BAKER 
639 South Spring Street 
Los Angeles 14, California [220] 


| Verified.] [221] 


PEESEIIBIT A] 


WAR DEPARTMENT 
OFFICE OF THE UNDER SECRETARY 
Washington 


Data NATION OF EXCESSIVE PROFITS 


Pursuant to Section 403 of the Sixth Supplemental 
National Defense Appropriation Act, 1942, as amended, 
which term refers to said Act as last amended 14 
July 1943 and as affected by Title VII of the Revenue 
Act of 1943 so far as applicable. 


Whereas, Magnesium Products, Inc. (hereinafter re- 
ferred to as the Contractor), holds contracts and sub- 
contracts subject to renegotiation pursuant to the provi- 
sions of Section 403 of the Sixth Supplemental National 
Defense Appropriation Act, 1942, as amended (herein- 
aiter referred to as the Act); and 


Whereas, renegotiation has taken place between the 
Under Secretary of War and the Contractor, pursuant to 
the provisions of the Act, for the purpose of eliminating 
excessive profits realized by the Contractor during its 
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fiscal year ended 30 November 1942, under said contracts 


and subcontracts; and 


Whereas, as a basis for said renegotiation the Under 
Secretary of War considered certain financial, operating 
and other data, submitted by the Contractor or obtained 
by the Under Secretary of War from governmental or 
other reliable sources, relating to the profits realized by 
the Contractor during said fiscal year under said contracts 


and subcontracts; and 


Whereas, the Contractor has been granted full oppor- 
tunity to submit such additional information and to pre- 
sent such contentions as the Contractor deemed material 
in determining the excessiveness of said profits and the 
renegotiability of such contracts and subcontracts, at hear- 
ings of which due notice was given, and due consideration 
has been given to the financial, operating and other data 
and information so furnished or obtained and each of 


the contentions so presented; 


Now, Therefore, pursuant to the authority and discre- 
tion vested in the Secretary of War, the Secretary of the 
Navy, the Secretary of the Treasury, the Chairman of 
the Maritime Commission, the Administrator of the War 
Shipping Administration, and the respective Boards of 
Directors of the Defense Plant Corporation, Metals Re- 
serve Company, Defense Supplies Corporation and Rubber 
Reserve Company under the provisions of the Act, and 
duly delegated to the Under Secretary of War under sub- 


section (f) thereof, it is hereby found and determined: 
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That $250,000 of the profits realized by the Contractor 
during its fiscal year ended 30 November 1942, under its 
contracts and subcontracts subject to renegotiation pur- 


suant to the provisions of the Act, are excessive. 


That in connection with the payment or discharge by 
any means of the amount of excessive profits determined 
hereby to have been realized by the Contractor, the Con- 
tractor shall be credited with any amount to which it may 
be entitled under Section 3806 of the Internal Revenue 
Code as computed by the Commissioner of Internal 
Revenue. [222] 


That the Contractor is directed to repay such excessive 
profits less such tax credit, if any, to the Treasurer of the 
United States. 


That the excessive profits so found and determined 
shall be eliminated by any of the methods provided in the 
Act or any combination thereof; and the Commanding 
General, Army Service Forces, and the Commanding Gen- 
eral, Army Air Forces, are hereby authorized and di- 
rected to take any and all action which may be necessary 
or desirable to effect such elimination. 


6 June 1944 
Robert P. Patterson 
ROBERT P. PATTERSON 
Under Secretary sot Wy an 
APRAR-8& 
5-17-44 24-55147ABC 


[Endorsed]: Filed Jan. 28, 1946, [223] 
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APFIDAY TT 


K. L. Brazier, being first duly sworn, deposes and says: 


1. [ ama Lieutenant Colonel in the Finance Depart- 
ment of the Army of the United States and I angie 
Assistant in charge of the Special Financial Services Di- 
vision of the Office of the Fiscal Director. 


2. Attached to this affidavit are full, true and correct 
copies of the following documents. 


(a) The order and determination of Robert P. Pat- 
terson, Under Secretary of War, dated June 6, 1944, de- 
termining the amourit of excessive profits realized by Mag- 


nesium Products, Inc., during its fiscal year ended No- 
vember 30, 1942. 


(b) A withholding order dated September 6, 1944, 
from Robert P. Patterson, Under Secretary of War, to 
North American Aviation, Inc. 


(c) A telegram dated October 14, 1944, from Robert 
P. Patterson to North American Aviation, Inc., amending 
the withholding order of September 6, 1944. [224] 


(d) A telegram dated October 19, 1944, from Robert 
P. Patterson to North American Aviation, Inc., further 
amending the withholding order of September 6, 1944. 


(e) A letter dated July 21, 1945, from R. Peineves 
Acting Fiscal Director to North American Aviation, Inc., 
further amending the withholding order of September G, 
1944, 

K. L. BRAZIER 
Lt. Colonel, (9) 
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Sworn to and subscribed before me this 8 day of 
January, 1946. 


JOHN A. SULLIVAN 
Nove tirpte 
Major, (AG) 


CORY 


WAR DEPARTMENT 
OFFICE OF THE UNDER SECRETARY 
Washington 


DETERMINATION OF EXCESSIVE PROFITS 


Pursuant to Section 403 of the Sixth Supplemental 
National Defense Appropriation Act, 1942, as amended, 
which term refers to said Act as last amended 14 July 
1943 and as affected by Title VII of the Revenue Act 
of 1943 so far as applicable. 


Whereas, Magnesium Products, Inc. (hereinafter re- 
ferred to as the Contractor) holds contracts and subcon- 
tracts subject to renegotiation pursuant to the provisions 
of Section 403 of the Sixth Supplemental National De- 
fense Appropriation Act, 1942, as amended (hereinafter 
referred to as the Act); and 


Whereas, renegotiation has taken place between the 
Under Secretary of War and the Contractor, pursuant to 
the provisions of the Act, for the purpose of eliminating 
excessive profits realized by the Contractor during its 
fiscal year ended 30 November 1942, under said contracts 
and subcontracts; and 
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Whereas, as a basis for said renegotiation the Under 
Secretary of War considered certain financial, operating 
and other data, submitted by the Contractor or obtained 
by the Under Secretary of War from governmental or 
other reliable sources, relating to the profits realized by 
the Contractor during said fiscal year under said contracts 


and subcontracts; and 


Whereas, the Contractor has been granted full oppor- 
tunity to submit such additional information and to pre- 
sent such contentiuns as the Contractor deemed material 
in determining the excessiveness of said profits and the 
renegotiability of such contracts and subcontracts, at hear- 
ings of which due notice was given, and due consideration 
has been given to the financial, operating and other data 
and information so furnished or obtained and each of the 


contentions so presented; 


Now, Therefore, pursuant to the authority and discre- 
tion vested inthe Secretary of War, the Secretar ys@meune 
Navy, the Secretary of the Treasury, the Chairman of 
the Maritime Commission, the Administrator of the War 
Shipping Administration, and the respective Boards of 
Directors of the Defense Plant Corporation, Metals Re- 
serve Company, Defense Supplies Corporation and Rubber 
Reserve Company under the provisions of the Act, and 
duly delegated to the Under Secretary of War under sub- 


section ({) thereof, it is hereby found and determined: 


That $250,000 of the profits realized by the Contractor 


during its fiscal year ended 30 November 1942, under its 
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contracts and subcontracts subject to renegotiation pur- 


suant to the provisions of the Act, are excessive. 


That in connection with the payment or discharge by 
any means of the amount of excessive profits determined 
hereby to have been realized by the Contractor, the Con- 
tractor shall be credited with any amount to which it may 
be entitled under Section 3806 of the Internal Revenue 
Code as computed by the Commissioner of Internal 


Revenue. 


hat the Contractor is directed to repay such excessive 
profits less such tax credit, if any, to the Treasurer of 
the United States. 


That the excessive profits so found and determined shall 
be eliminated by any of the methods provided in the Act 
or any combination thereof; and the Commanding Gen- 
eral, Army Service Forces, and the Commanding General, 
Army Air Forces, are hereby authorized and directed to 
take any and all action which may be necessary or de- 


sirable to effect such elimination 


6 June 1944 
(Ss) ROBERT? Pierson 
Robert P. Patterson 
Under Secretary of War 
SPRAR-8 


5-17-44 24-55147 [226] 
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SPRAR 6 September 1944. 
North American Aviation, Inc., 
Inglewood, California 


Subject: Direction to Withhold from Magnesium 
Products, Inc., of Los Angelessii@aie 
fornia, pursuant to the Renegotiation 
Act. 


Gentlemen: 


Pursuant to the authority vested in the Secretary of 
War under Section 403 of the Sixth Supplemental Na- 
tional Defense Appropriation Act, 1942, as amended, and 
duly delegated to me, I found and determined on 6 June 
1944 that certain of the prices and profits realized by 
Magnesium Products, Inc., during its fiscal year ended 
30 November 1942 under contracts and subcontracts sub- 


ject to renegotiation were excessive. 


In accordance with the authority and duty to eliminate 
said excessive profits (after allowing to said Magnesium 
Products, Inc. credit for Federal taxes and provided in 
Section 3806 of the Internal Revenue Code) I hereby 
direct you to withhold for the account of the United 
States any and all amounts (not in excess of $40,000 in 
the aggregate (otherwise due or which shall become due 


from you to said Magnesium Products, Inc. 


This direction shall be effective immediately and shall 
continue in effect until further notice from me. 
You are also directed to report in writing to the Chair- 


man of the War Department Price Adjustment Board, 
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Room 3D 573, The Pentagon, any amounts which you 
may from time to time withhold for the account of the 


United States pursuant hereto. 
Very truly yours, 


ROBERT PRPs ON 
Under Secretary of War 


FF :hhb COPY [227] 


72867 


ASF, PRICE ADJUSTMENT BOARD RENEGO- 
TIATION DETERMINATION SPRAR ROOM 3D 
poe HE PENTAGON, WASHINGTON 25, WD. C. 


NORTH AMERICAN AVIATION, INC. 
INGLEWOOD 
CALIFORNIA 


14 OCTOBER 1944 


MY LETTER 6 SEPTEMBER 1944 DIRECTING 
YOU TO -WITHHOLD $40,000 FROM MAG- 
NESIUM PRODUCTS, INC. FOR ACCOUNT THE 
UNITED STATES IS HEREBY AMENDED AS 
EOLLOWS: 


MoU ke 10 CONTINUE TO WITHHOLD 
Swen AMOUNTS AS WERE OTHERWISE DUE 
PROMeyOU TO MAGNESIUM PRODUCTS, INC. 
wibribseLOSsh OF BUSINESS ON 14 OCTOBER 
1944 WHICH AMOUNTS I UNDERSTAND TOTAL 
NOT LESS THAN $24,462.24, 
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YOU ARE TO WITHHOLD NO ADDINICI® 
AMOUNTS UNTIL 30 OCTOBER 1944 ON WHICH 
DATE YOU ARE TO RESUME WITHHOLDING 
IN ACCORDANCE WITH MY LETTER GEG 
TEMBER 1944 UNTIL THE TOTAL OF AMOUNTS 
WITHHELD THROUGH 14 OCTOBER 1944 AND 
AFTER 30 OCTOBER 1944 IS $33,500. 


ROBERT P. PATTERSON 
UNDER SECRETARY WORM a. 


OFFICIAL 

G Ko Hess 

COLONEL, ORDNANCE DEPARTMENS 
EXE CUTTY veo ls iN 


DRStuart; fm COPY [228 | 


19 OCTOBER 1944 
72868 


ASF, PRICE ADJUSTMENT BOARD RENEGG- 
TIATION DETERMINATION SPRAR ROOM 3D 
573, THE PENTAGON, WASHINGTON Zagat ee 
NORTH AMERICAN AXA viON ING 
INGLEWOOD 
CALIFORNIA 


REFERENCE YOUR TELEGRAM 17 O@i@Riar 
PROM JOHNSON STOP MY TELEGRAM 14 OC 
TOBER RESPECY TO MAGNESIUM PRODI 
INC. WITHHOLDING IS HEREBY AMENDEigan® 


North American Aviation, Inc., etc., et al. 237 


REFER TO TOTAL OF NOT LESS THAN $16,866.43 
IN LIEU OF $24,462.24 STOP RESPECT COD DE- 
LIVERY REFERENCE IS MADE TO LETTER 
DATED 13 OCTOBER FROM MAGNESIUM PROD- 
UCTS, INC. RUFUS BAILEY, SECRETARY, TO 
DEPARTMENT OF JUSTICE WHICH AGREES 
THAT DURING PERIOD BETWEEN 13 OCTOBER 
AND 30 OCTOBER SALES TO YOU WILL BE ON 
QUOTE CUSTOMARY CREDIT TERMS UN- 
QUOTE END 
ROBERT P. PATTERSON 

UNDER SECRETARY OF WAR 

OFFICIAL: 


Gy HEISS 
COLONEL, ORDNANCE DEPARTMENT 
Pa eUilyE ASSISTANT 


DRStuart; fm COR [229 | 


SPFEU 167/490428 Magnesium Products Inc. 
21 July 1945 


North American Aviation, Inc. 
Inglewood, California 
Gentlemen : 


Receipt is acknowledged of your letter dated 6 July 
1945, in which you state that you have withheld from 


Magnesium Products Company, 1119 South Santa Fe 
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Avenue, Los Angeles 21, California, as of that date the 
suin of twenty thousand two hundred four dollars and 
three cents ($20,204.03), pursuant to the withholding 
directive of the Under Secretary of War. 


Reference is made to withholding order dated 6 Sep- 
tember 1944, whereby you were directed by the Under 
Secretary of War, to withhold monies otherwise due 
Magnesium Products Company in an amount not to 
exceed forty thousand dollars (40,000), as amended. 
Such withholding order is hereby further amended in that 
the maximum amount to be withheld from Magnesium 
Products Company is decreased from forty-thousand dol- 
lars (40,000) in the aggregate to twenty thousand two 
hundred four dollars and three cents (20,204.03) in the 
aggregate. 


It is now requested that you continue withholding the 
twenty thousand two hundred four dollars and three cents 
(20,204.03), until further advice is received from this 
office as to disposition to be made of the amount with- 
held. 


This office appreciates your cooperation in the matter. 
Sincerely yours, 


R. P, HUBER 
Brigadier General, USA 


Acting, Fiscal Director 


[endorsed]: Filed Jam. 28, 1946. [230)] 


North American Aviation, Inc., etc., et al. 239 


[Title of District Court and Cause | 


SUPPLEMENTARY AFFIDAVIT OF E. R. CLAY- 
TON IN SUPPORT OF MOTION FOR SUM- 
MARY JUDGMENT 


State of California, County of Los Angeles—ss: 


Ek. R. Clayton being first duly sworn deposes and says: 


That he is now and continuously ever since the 6th 
day of December, 1938, has been the president of Mag- 
nesium Products, Inc., the plaintiff herein. 


That all of the business done by plaintiff during the 
times herein mentioned, ending November 30, 1942, was 
with private individuals, firms and corporations and that 
all of its said business is and was done upon purchase 
orders, forwarded to plaintiff by its customers; that the 
plaintiff company had 447 contracts outstanding on No- 
vember 30, 1942, and that the completed [231] work on 
these contracts as of that date amounted to $438,833.73; 
that the sales alleged to be subject to renegotiation as 
determined by the Price Adjustment Board is $966,352.11 
which said figure represents the net sales from March 1, 
1942 to November 30, 1942. 


Bm R. CLAYTON 
Subscribed and sworn to before me this 21st day of 
September, 1946. 


(Seal) Rens BAILEY 
Notary Public in and for said County and State 


[Endorsed]: Filed Oct. 8, 1946, [232] 
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[Title of District Court and Cause] 


FINDINGS OF FACT AND CONCEUSIGR 
OF LAW 


This cause came on for hearing before the Court with- 
out a jury on October 8, 1946, and the Court having 
denied the motion of plaintiff for summary judgment, and 
having denied the motion of intervenor, the United States 
of America, for summary judgment, and having consid- 
ered the pleadings and the stipulations made and entered 
into in open court, and being now fully advised in the 
premises, now finds the facts and states the Court’s con- 


clusions of law as follows: 


PINDINGS*Or FGM 


1. That at all times herein mentioned, plaintiff was 
and now is a corporation, organized and existing under 
and by virtue of the laws of the State of California, 
with its principal place of business located in the City of 
Los Angeles, California; that at all times herein men- 
tioned, defendant was and now is a corporation, organized 
and existing under and by virtue of the laws of the State 
[233] of Delaware, and was and now is doing business 
within the State of California at Inglewood, Los Angeles 
County, California; and that the matter in controversy 
in this suit exceeds the sum or value of $3,000, exclusive 


of interest and costs. 
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2. During the year 1942, plaintiff was engaged in 
the manufacture of certain magnesium castings, all of 
which had a war end use. These magnesium castings were 
sold to defendant, North American and others, and as 
plaintiff well knew, they were used in the fabrication of 
aircraft and aircraft parts manufactured for and at the 
expense of the United States. After the enactment of the 
Renegotiation Act on April 28, 1942, plaintiff continued 
to enter into numerous purchase order contracts for the 
manufacture and sale of such castings and to make de- 


liveries pursuant to those purchase orders. 


3. After due notice to plaintiff, proceedings for the 
renegotiation of plaintiff's contracts and sub-contracts 
were had and conducted by representatives of the Secre- 
tary of War and thereafter, on the 6th day of June, 1944, 
the Under Secretary of War, acting under and by virtue 
of the Renegotiation Act and pursuant to authority dele- 
gated to him, duly determined in accordance with law, that 
of the profits realized by plaintiff during its fiscal year 
ended November 30, 1942, on its contracts and subcon- 
tracts subject to renegotiation, $250,000 thereof were ex- 


cessive profits. 


4. The tax credit to which plaintiff is entitled under 
Section 3806 of the Internal Revenue Code is in the 
amount of $184,376.63. This tax credit is computed upon 
the assumption that the profits determined to be excessive 
were returned as income by plaintiff for tax purposes, and 
that the appropriate taxes have been or will be paid on 


such profits. 


242 Magnesium Products, Inc., etc. vs. 


5. That on or about September 6, 1944, the Under 
Secretary of War, acting pursuant to authority delegated 
to him under and by virtue of the Renegotiation Act, 
mailed to defendant an order directing the defendant to 
withhold for the account of the United States any and all 
amounts (not in excess of $40,000 in the aggregate) 
otherwise due or which should thereafter become due 
from defendant to plaintiff, which said withholding order 
was thereafter duly modified or amended by telegrams 
and a letter sent by various representatives of the Secre- 
tary of War acting under and by virtue of the Renegotia- 
tion Act, and [234] pursuant to authority delegated to 
them respectively, whereby the amount which defendant 
was ultimately ordered to withhold from plaintiff was re- 
duced to the amount of $20,204.03. 


6. Pursuant to directions contained in the withhold- 
ing order and amendments aforesaid, defendant, North 
American Aviation, Inc. has withheld for the account of 


the United States from amounts otherwise due plaintiff, 
the sum of $20,204.03. 


7. The amount due the United States from plaintiff 
on account of plaintiff's renegotiation indebtedness to the 
United States for its fiscal year ended November 30, 1942 
is equal to or greater than the said sum of $20,204.03 so 
withheld by defendant as aforesaid. 


8. Defendant is not indebted to plaintiff on account of 


any of matters in issue in this case. 
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CONCLUSIONS OF LAW 


1. That the Court has jurisdiction of the parties and 


of the subject matter of this action. 


2. That the Renegotiation Act, as amended, is a valid 
exercise of the power of Congress and is in all respects 


constitutional. 


3. That plaintiff is not entitled to recover in this ac- 
tion. 


It Is Ordered that judgment shall be entered in con- 


formity herewith. 
Dated: October 16, 1946. 


_J. FT. OGGNINOR 
Judge, United States District Court 


Approved as to Form: 


PUP US BAILEY 
Dale Y ey POR 


Attorneys for Plaintiff 


[Endorsed]: Filed Oct. 16, 1946. [235] 
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In the District Court of the United States in and for the 
Southern District of California 
Central Division 


No. 4390-O’C 


MAGNESIUM PRODUCTS, INC., a corporation, 1119 
Santa Fe Avenue, Los Angeles 21, California, 
Plaintiff, 


We 


NORTH AMERICAN AVIATION, INC., a corpora- 
tion, Inglewood, California, Defendant. 


JUDGMENT 


This cause came on regularly for trial before the Court 
without a jury on October 8, 1946, and in conformity 
with the Court’s Findings of Fact and Conclusions of 
Masters 

Ordered and Adjudged that plaintiff take nothing by 
its suit and that defendant go hence without day. 


Dated this 16th day of October, 1946. 


J. F. T. O’CONDIO®: 
Judge, United States District Court 
Approved as to form 
RUEUS BAILEY 
BAILEY & POR 


Attorneys for Plaintiff. 


Judgment entered Oct. 16, 1946. Docketed Oct. 16, 
1946. Book COB 40, page 246. Edmund L. Smith, Clerk; 
by Francis E. Cross, Deputy. 


[Endorsed]: Tiled Oct. 16, 1946. | 236] 


North American Aviation, Inc., etc., et al. 245 


[Title of District Court and Cause | 


NOmCEH OF APPEAL 


To the Circuit Court of Appeals: 


Notice is hereby given that plaintiff, Magnesium Prod- 
ucts, Inc., a corporation herein, does hereby appeal to the 
Circuit Court of Appeals for the Ninth Circuit from 
the order denying plaintiff's motion for a summary judg- 
ment and from the final judgment in favor of defendant 
that plaintiff take nothing herein which said order and 
judgment was entered in this action on the 16th day of 
October, 1946, in Civil Order Book 40, page 246. 


Dated: December 11, 1946. 


BAILEY & POE 
By Rufus Bailey 
By Arlo D. Poe 


Attorneys for Plaintiff [237] 


[Affidavit of Service by Mail.] 


| Endorsed]: Filed; mld. copies to deft. counsel, Dec. 
11, 1946. [238] 
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{Title of District Court and Cause] 
CERTIFICATE OF CEES 


I, Edmund L. Smith, Clerk of the Districuy@omimie: 
the United States for the Southern District of California, 
do hereby certify that the foregoing pages numbered from 
1 to 243 inclusive contain full, true and correct copies of 
Complaint for Money; Answer; Motion for Summary 
Judgment; Notice of Motion for Summary Judgment; 
Affidavit of E. R. Clayton in Support of Motion for 
Summary Judgment; Response to Certification and Mo- 
tion by United States to Intervene; Notice; Affidavit of 
Service: Order Allowing Intervention by United States; 
Answer of the United States; Affidavit of H. Struve 
Hensel; Affidavit of Robert P. Patterson; Affidavit of 
Walker W. Lowry: Affidavit of K. L. Brazier; Supple- 
mentary Affidavit of E. R. Clayton in Support of Mo- 
tion for Summary Judgment: Findings of Fact and Con- 
clusions of Law; Judgment; Notice of Appeal; Designa- 
tion of Record on Appeal; Statement of Points on Appeal 
and Order Extending Time for Filing the Record and 
Docketing the Appeal which, together with copy of re- 
porter'’s transcript of hearing on October 8, 1946, trans- 
mitted herewith, constitute the record on appeal to the 
United States Circuit Court of Appeals for the Ninth 
Cite 

{ further certify that my fees for preparing @yeoniiame 
ing, correcting and certifying the foregoing record amount 
to $27.60 which sum has been paid to me by appellant. 

Witness my hand and the seal of said District Court 
this 3rd day of March, A. D. 1947. 

(Sea) EDMUND L. SMiiiaR 

Clerk, 
By Theodore Hocke, 
Chief Deputy Clerk. 
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Honorable J. F. T. O’Connor, Judge Presiding 
he PORTERS TRANSCRIPT OF PROCEEDINGS 


Los Angeles, California 
Tuesday, October 8, 1946 


Appearances : 


For the Plaintiff: Bailey & Poe, by Rufus Bailey, 639 
Seeopmne street, Los tAnceles 14, California. 

For the Government: Robert E. Wright, Assistant 
United States Attorney. 


Los Angeles, California, Tuesday, October 8, 1946, 
2:00 P. M. 


The Court: Mr. Cross, call the calendar. 

The Clerk: Yes, your Honor. No. 4390 Civil, Mag- 
nesium Products, Inc., a corporation, versus North Amer- 
ican Aviation, Inc., a corporation. 

The Court: Are both sides ready? 

Mr. Wright: Yes, your Honor. 

Mr. Bailey: Yes, your Honor. 

Mr. Wright: I am not sure, your Honor, as to 
whether the record is clear on the rulings yesterday as 
to the motion for summary judgment. Upon reference 
to my file here I find that the intervenor, the United 
States of America, moved for a summary judgment. 
The motion was filed January 28th, 1946. 

The Court: Jn order to keep the record straight, that 
should be denied in view of our proceedings today. Let 
the record so show. Exception allowed the government. 
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Mr. Wright: Then there was a motion made by plain- 
tiff, Magnesium Products Inc. for a summary judgment. 

The Court: That motion will be denied and exception 
allowed the moving party. 

Mr. Wright: Now I take it we are at trial on the 
merits of the case? 


The Counts Paattiseriehiee| 2 | 


Mr. Wright: Concerning the facts it is stipulated that 
during the year 1942 plaintiff was engaged in the manu- - 
facture of certain magnesium castings, all of which had 
a war end use. These magnesium castings were sold to 
the defendant North American Aviation and others and 
as plaintiff Magnesium Products Inc. well knew, they 
were used in the fabrication of aircraft and aircraft parts 
manufactured for and at the expense of the United 
States. 

After the enactment of the Renegotiation Act on April 
28, 1942, plaintiff continued to enter into numerous pur- 
chase order contracts for the manufacture and sale of 
such castings and to make deliveries pursuant to those 
purchase orders. 


After due notice to the plaintiff, proceedings for the 
renegotiation of plaintiff’s contracts and sub-contracts 
were had by representatives of the Secretary of War, and 
thereafter on the 6th day of June 1944 the Under Secre- 
tary of War, acting under and by virtue of the Re- 
negotiation Act and pursuant to authority delegated to 
him, duly determined in accordance with law that profits 
realized by plaintiff during the fiscal year ending No- 
vember 30, 1942 on those contracts and sub-contracts 


*Page number appearing at top of page of original Reporter’s Trauscript. 
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subject to renegotiation, $250,000 thereof were excessive 
profits. 


That the document annexed to the answer of Inter- 
venor United States of America as Exhibit A is a car- 
bon copy of the order of determination made and signed 
by the Under [3] Secretary of War on the 6th day of 
June, 1944. 


That the tax credit to which plaintiff is entitled under 
Section 3806 of the Internal Revenue Code is $184,376.63. 
This tax credit is computed upon the assumption that the 
profits determined to be excessive were reported as in- 
come by plaintiff for tax purposes and that the appropriate 
taxes have been or will be paid on such profits. 


On or about September 6, 1944 the Under Secretary 
of War mailed the defendant North American Aviation 
a directive to withhold from Magnesium Products Inc. of 
Los Angeles, California, pursuant to the Renegotiation 
Act. This withhold order was amended by telegram 
from the Under Secretary of War to the defendant North 
American Aviation dated October 14, 1944; by a further 
telegram dated October 19, 1944, and by a letter dated 
July 21, 1945. 


That the documents annexed to the answer of the In- 
tervenor the United States of America, marked Exhibits 
B, C, D and E are true copies of the withholding orders 
referred to. 


That pursuant to these directives from the Under Sec- 
retary of War, defendant North American Aviation has 
withheld for the use and account of the United States 
from amounts otherwise due to plaintiff the sum of 


$20,204.03. 
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That plaintiff has filed a petition in the tax court of 
the United States asking for a redetermination of the 
amount if any of its excessive profits for its fiscal year 
ending [4] November 30, 1942. The tax court has not as 
yet heard plaintiff’s case or rendered any decision thereon. 

That the said amount of $20,204.03 now being with- 
held by defendant North American Aviation from plain- 
tiff Magnesium Products pursuant to the withhold orders 
aforesaid represents amounts accrued to the credit of 
plaintiff as the result of its performance of the work 
provided for by the purchase orders aforesaid, all of 
which required the furnishing of materials and parts for 
the construction of airplanes for use by the United States 
in the promotion of the war effort. 

Mr. Bailey: On that statement of facts, your Honor, 
we will so stipulate. Now, in addition to that there has 
been filed on the various motions for summary judg- 
ment an affidavit of E. R. Clayton on behalf of plaintiff, 
and there has been filed an affidavit of Robert P. Patter- 
son and an affidavit of H. Struve Hensel on behalf of 
the United States. 

We will stipulate that if these witnesses were called 
that they would testify substantially as they have in these 
affidavits. 

Mr. Wright: And that is with the understanding. of 
course, that none of the facts set forth in any of the 
affidavits shall result in any way qualifying the stipula- 
tion as to the facts relating to the issues raised by the 
pleadings, which issues are now on trial. [5] 

Mr. Bailey: Yes, it 1s so understood and stipulated. 

Mr. Wright: Let it be further stipulated that the 
amount now due the United States on account of the 
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renegotiation indebtedness referred to in this stipulation 
is at least equal to or more than the amount of $20,204.03 
now being withheld by defendant North American Avia- 
tion, Inc. 


Mr. Bailey: It is so stipulated. 


The Court: This action was filed in this court on 
April 19, 1945 and has been at issue for some time, and 
since the filing of the action the Circuit Court for the 
Ninth Circuit in Spaulding v. Douglas Aircraft Com- 
pany, 154 Fed. 2nd at 419 disposed of the issues which 
were involved in the action now before the Court. A 
rehearing was denied in the Spaulding case on April 17, 
1946. It was the opinion of the court that the opinion 
of the Circuit Court was controlling in the present case 
and for that reason the court requested counsel for the 
parties to appear in court and argue if there was any 
difference in the present issue and the decision rendered 
by our Circuit Court. The attorneys have appeared in 
court and have cooperated with the court in reaching a 
conclusion in this matter. 

Our Circuit Court declared the Act constitutional and 
that is binding on this court. Judgment will be rendered 
accordingly. Findings of fact, conclusions of law and 
judgment will be prepared by the Intervenor, the United 
[6] States. 


When can we have those, gentlemen? 


Mr. Wright: I expect to dictate them this afternoon, 


your Honor. I haven't had a chance to this moment. 
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The Court: Mr. Bailey is going away, is he not? 

Mr. Bailey: Not until the weekend, your Honor. I 
will be available the balance of this week except tomor- 
row morning. 

Mr. Wright: We can get together tomorrow after- 
noon, your Honor. 

The Court: I thought probably you could start now 
and get the matter disposed of. 

Mr. Wright: Well, I will go down and dictate them. 
I think we have a perfect understanding. 

The Court: Yes. I will agree, gentlemen. I think 
you have done a very fine job. 

Mr. Bailey: Thank you very much, your Honor. i 


appreciate your courtesy. 


[Endorsed]: Filed Feb. 24, 1947. [7] 


[Endorsed]: No. 11556. United States Circuit Court 
of Appeals for the Ninth Circuit. Magnesium Products, 
Inc., a corporation, Appellant, vs. North American Avia- 
tion, Inc., a corporation, and United States of tmemcas 
Appellees. Transcript of Record. Upon Appeal From 
the District Court of the United States for the Southern 
District of California, Central Division. 


Filed March 4, 1947. 


PAUL P, O’BRIES 


Clerk of the United States Circuit Court of Appeals for 
the Ninth Circuit. 
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In the Circuit Court of Appeals of the United States 
Within and for the Ninth Circuit 


No. 11556 


MAGNESIUM PRODUCTS, INC., a corporation, 1119 
Santa Fe Avenue, Los Angeles 21, California, 
Plaintiff, 
vs. 
NORTH AMERICAN AVIATION, INC., a corpora- 
tion, Inglewood, California, Defendant. 


PEPDLLANTS SPAwEMENT OF POENTS 


Appellant and plaintiff Magnesium Products, Inc., a 
corporation, intends to rely on appeal on the following 
points: 


1. That the 1942 Renegotiation Act (Section 403 of 
Title IV of the Sixth Supplemental National Defense 
Appropriation Act, 1942, ((Public 528, 77th Congress, 
approved April 28, 1942)) as amended by Section 801 of 
the Revenue Act of 1942), is unconstitutional and void 


as and if applied to plaintiff. 


(a) The Act delegates legislative and judicial 
power to the Secretary, and authorizes him to take 
property from citizens of the United States as his 
“opinion”? may dictate. 

(b) The Act is vague and uncertain. 

(c) The Act denies procedural due process. 


(d) The Act operates retroactively and operates 
so as to destroy existing contractual rights. 
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2. That said 1942 Renegotiation Act has been unlaw- 
fully and unconstitutionally applied and administered 
against plaintiff so as to deprive plaintiff of its property 
without due process of law. 

(a) The Act only authorizes bargaining by the 
Secretary, and not a unilateral determination. 

(b) The Secretary has treated as renegotiable pur- 
chase orders which were not subcontracts. 

(c) Defendant has treated contracts in sums less 
than One Hundred Thousand Dollars ($100,000) as 
subject to renegotiation. 

BAILEY & POE 
By Rufus Bailey 
By glo. E)caoe 
Attorneys for Appellant 
639 South Spring Street 
Los Angeles 14, California 


| Affidavit of Service by Mail. | 


|Endorsed]: Filed Apr. 10, 1947. Paul P. O’Brien, 
Clerk. 


